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COMPTROLLER GEiVER4L'S 
REPORT TO THE CONGRESS 

DIGEST ------ 

WHY THE REVIEW WAS MADE FINDINGS AND CONCLUSIOiVS 

Low- and moderate-Income famllles 
are asslsted ln becomlng home- 
owners through mortgage Insurance, 
loans, and Interest subsldles ad- 
ministered by the Department of 
Housing and Urban Development (HUD) 
and the Department of Agriculture 
(USDA). 

AZZocatzon of propam resowlees 

HUD and USDA, in allocating program 
resources, did not insure that all 
eligible famllles had the same op- 
portumty to participate in the 
programs regardless of where they 
lived. 

Natlonal goals announced ln 1970 
called for about 2 8 mllllon 
families to receive these types 
of assistance by 1978 HUD's pro- 
gram costs are estimated to range 
from $10 5 bllllon to $36.9 bll- 
lion. At June 30, 1972, HlJDxd 
expended about $379 mllllon for 
homeownershlp assistance payments 
No estimate was available of 
USDA's total costs, however, as 
of dune 30, 1972, USDA estimated 
that its subsidy program had cost 
$37 million 

The need for subsidized housing had 
not been identified adequately and 
was not used as the primary basis 
for allocatlng limited resources. 

Because of the magnitude of Federal 
funds involved and lndlcatlons of 
problems encountered in admlnlster- 
lng the programs, the General Ac- 
counting Office (GAO) reviewed 
the programs to determine whether 
HUD and USDA could improve pro- 
gram effectiveness and reduce 
CDS ts m 

Specifically, GAO examined the 
allocation of program resources, 
quality of housing provided, 
mortgage default rates, housing 
options provided, and method of 
financing. 

HUD headquarters' estimates of sub- 
sidized houslng needs differed from 
its field offices' estimates, and 
the differences were not reconciled 
adequately. Neither USDA headquar- 
ters nor Its field offices had de- 
veloped estimates of rural subsidized 
housing needs as a basis for allocat- 
ing program resources. (See p. 10.) 

An area's capacity to produce hous- 
ing was a maJor factor in distribu- 
tlng HUD program resources at 
both national and local levels. Al- 
locations of USDA program resources 
at the national level were based 
primarily on prior years' housing 
production,*, Allocat3ons at the 
local level were primarily on a 
first-come, first-served basis. 
(See p 12.) 

Condzixon of houszng 

Houses with 
sold under t 

~;@;n-JJe$zts were 

OPPORTUNITIES TO IMPROVE 
EFFECTIVENESS AND REDUCE COSTS OF 
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assistance programs Many of the 
defects concern the safety and 
health of occupants, and the ob- 
Jective of provldlng low- and 
moderate-income families ~7th 
decent, safe, and sanitary houslng 
was not met Families that ob- 
tained such houses could face un- 
expected financial hardships ln 
correcting defects or could give 
up houses because of dlssatlsfac- 
tlon (See pp 24 and 29 ) 

HUD and USDA have taken or have 
planned actions to improve in- 
spection procedures and to In- 
sure that defects are disclosed 
before houses are approved for 
mortgage insurance or loans 
(See p. 31 ) 

Additional procedures, however, 
are needed to provide for reln- 
spectlng all houses within the 
l-year period during which pur- 
chasers are protected under 
builders' service policies and 
sellers' certlficatlons Pur- 
chasers of existing rural houslng 
also need a right of recourse 
slmllar to that of purchasers of 
urban housing (See p 33 ) 

Houszng op-hons 

HUD and USDA had not provided field 
offices with adequate guidelines on 
the types of housing ellglble under 
homeownershlp assistance programs 
Some families could buy houses with 
such options as air condltlonlng, 
flreplaces, or extra bathrooms, 
while other families could not 
(See pp 34 and 36 ) 

HUD needed to clarify the appllta- 
tion of statutory ceilings up to 
which lt could insure mortgages 
and of its admlnlstratlve dlrec- 
tlve llmltlng assistance to the 
cost of a "moderate house ' USDA 
needed to apply more uniformly its 

crlter-ra for the type of housing that 
could be subsldlzed and to cooperate 
with HUD in applying common standards 
ln communities served by both agen- 
cies (See p. 38 ) 

Mortgage defmZts 

Preliminary information indicated 
that mortgage defaults could 
become a maJor problem ln ad- 
ministering the programs Recent 
experience at HUD indicates a 
lo-percent default rate Such a 
rate would reduce program effec- 
tiveness and could result in costs 
to HUD of about $532 mllllon to 
manage and dispose of acquired prop- 
erties Therefore, HUD and USDA 
should analyze the causes of de- 
faults and ldentlfy ways of re- 
duel ng the default rate (See 
P 41 ) 

Method of fwmnem.g 

HUD could save about $1 bllllon lf 
its homeownershlp assistance pro- 
gram were financed through Govern- 
ment borrowings rather than 
through private lenders because of 
the lower interest rate at which 
the Government could borrow (See 
P 46.) 

HUD and USDA internal audzts 

In fiscal years 1971 and 1972, HUD's 
and USDA's audit staffs reported 
slgnlflcant weaknesses ln homeowner- 
ship assistance programs managed by 
their agencies GAO has summarized 
the audit findings and corrective 
actions taken or planned by HUD and 
USDA. (See p 52.) 

.RECOI@VENDATIONS OR SUGGESTIONS 

HUD and USDA should: 

--Insure that program resources are 
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allocated pr7manly In proportion 
to ldentlfled needs (See p 23.) 

accordance with them 

--Reinspect all houses within the 
l-year warranty period after 
purchases to insure that housIng 
defects have been properly 
ldentlfled and corrected (See 
P 33) 

--Clearly def-rne the types of hous- 
-rng that may be subsldiaed In 
various areas of the NaQon and 
cooperate In applying common 
standards for houses being pro- 
vided in communltles served by 
both agencies. (See p 39 ) 

--Require In-depth studies to de- 
termlne reasons for defaults 
and use such studies to de- 
velop guidelJnes for screening 
and counseling program appli- 
cants (See p. 45 ) 

USDA should 

--Make separate allocations of 
program resources for sub- 
sidized and unsubsidized housing 
loans according to need (See 
p. 23.) 

--Establish procedures or seek leg- 
lslation, if necessary, to pro- 
vlde the purchasers of exist?ng 
rural houslng with a right of 
recourse to the sellers for 
defects ex-rstlng at the t'lme of 
purchase (See p. 33.) 

AGENCY COiWbfENTS AND UNRESOLVED ISSUES 

AZZocat;on of resources 

HUD has Increasingly considered 
needs In Its allocation of pro- 
gram resources, but because a 
number of States have not re- 
ceived their proportionate share, 
HUD must first ldentlfy the true 
needs and allocate resources ln 

USDA has directed that at least 
50 percent of its program re- 
sources be allocated to subsldlzed 
rural houslng, needs for such hous- 
ing should be determlned (See 
P- 22 1 

Reznspectzon of houszng 

HUD and USDA have agreed, w?thln 
the constraints of available fund- 
lng, to make relnspectlons (See 
P 33) 

Houszng op-hons 

HUD and USDA catted actlons taken 
subsequent to GAO's revJew to 
clarify the types of houslng to be 
provided under their programs. 
(See p 40.) 

Mortgage defxdts 

HUD and USDA mentioned procedures 
for determining and llstlng causes 
of defaults, they should give at- 
tention to analyzing causes of 
defaults and mlnlm~zlng future de- 
faults. (See p. 45.) 

Method of fwumczng 

HUD, the Treasury Department, and 
the Office of Management and Budget 
agreed that the cost of direct Gov- 
ernment financing would be lower 
than f-rnanclng through private 
lenders but said that factors other 
than cost must be considered and 
made certain observations on be- 
half of the present method of 
flnanclng. {See p. 49.) 

M4TTERS FOR CONSIDERATION 
BY THE CONGRESS 

The Congress should consider 
legtslatlon which would permit 
HUD's homeownershlp assistance pro- 
gram to be financed by the 
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Government rather than by pr1vat.e previously made a similar recommenda- 
lenders ) because of the poss 7 ble tlon to the Congress on leglslatlon 
savtng in interest costs GAO for f~narwng r-w-a7 houslng programs 

(See p 57 ) 



CHAPTER 1 

INTRODUCTION 

The Housing Act of 1949 (42 U S C 1441) expressed a 
national ObJective of a "decent home and a suitable living 
environment for every American family " In the Houslng and 
Urban Development Act of 1968 (42 U.S C 1441a), the Congress 
reaffirmed that oblectlve and established a national goal of 
producing and rehabllrtating 26 million housing units by 
1978-tr6 million units to be provided to low- and moderate- 
income families with some form of Federal assistance Half 
of the 6 mllllon units will be houses that such families can 
buy with Federal financial assistance The Federal Housing 
Admlnlstratlon of the Department of Housing and Urban Develop- 
ment (HUD) and the Farmers Home Administration (FHA) of the 
Department of Agriculture (USDA) are authorized to provide 
this financial assistance under two programs--the section 
235 and section 502 programs 

SECTION 235 PROGRAM 

SectIon 235 of the National Housing Act, as amended 
(12 U.S.C. 1715z), which was added by section 101(a) of the 
Houslng and Urban Development Act of 1968, authorizes HUD 
to assist low- and moderate-income families in becoming 
homeowners by providing mortgage insurance and subsidizing 
portions of the monthly payments due under the mortgages for 
principal, Interest, taxes, insurance, and mortgage insur- 
ante premiums. 

Generally, to be eligible, a family must have an ad- 
lusted income which does not exceed 135 percent of the in- 
come limit established in the area for lnltlal occupancy of 
public housing Family assets cannot exceed $2,000 if the 
applicant 1s under 62 years of age, $25,000 If the applicant 
1s between the ages of 62 and 64, and $35,000 if the appll- 
cant 1s 65 years of age or over. The family asset llmlta- 
tlon may be increased by $500 for each dependent, plus an 
amount equal to the applicant's share of the mortgage pay- 
ment for 1 year. 

The purchaser is required to pay at least 20 percent 
of his adjusted income toward the total monthly mortgage 
payment. HUD pays the balance of the required monthly 
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payment, however, HUD's payments cannot exceed the difference 
between the total required monthly payment for prlnclpal, 
Interest, and mortgage Insurance premium and that amount 
which would be required for principal and interest if the 
mortgage bore interest at a rate of 1 percent. 

HUD requires a purchaser's Income to be recertified 
every year to adJust assistance payments. As long as the 
required monthly mortgage payment exceeds 20 percent of the 
purchaser's adlusted monthly income, he will receive a sub- 
sidy even though his Income exceeds the limits set for ell- 
glblllty at the time of purchase. Assistance payments can be 
made to purchasers of either new houses (houses constructed 
or substantially rehabilitated in accordance with HUD- 
approved plans and speclflcatlons) or existing houses. Under 
current law, only 30 percent of the authorized funds can be 
used to assist famllles to purchase existing houses. 

Under the section 235 program, HUD generally assists 
low- and moderate-income families in urban areas. The au- 
thorizing leglslatlon provides that the Secretary of HUD 
assign a portion of the authority to make assistance payments 
to the Secretary of USDA to use in rural areas and small 
towns. An agreement between HUD and USDA stipulated that 
assistance payments authorized by USDA would be limited to 
rural areas. Through June 30, 1971, USDA had processed 
about 4 percent of the total section 235 loans. 

The basic statutory mortgage limits for single-family 
dwellings are $18,000 for a family of four or less and 
$21,000 for a family of five or more. These limits may be 
exceeded by $3,000 In high-cost areas. 

SECTION 502 PROGRAM 

Section 502 of the Housing Act of 1949 (42 U.S C, 1472a) 
authorized USDA to make housing loans In rural areas. Sec- 
tlon 1001 of the Housing and Urban Development Act of 1968 
amended section 502 to provide subsidized loans to low- and 
moderate-income families if their need for housing could 
not be met with financial assistance from other sources, 
lncludlng assistance available under section 235. The sub- 
sidy (interest credit) can reduce the homeowner's interest 
rate to as low as I. percent. 



To be ellglble for an interest credit loan, the appll- 
cant's adjusted annual income cannot exceed $7,000 and his 
net worth cannot exceed $5,000 when the loan 1s made. As 
under the sectlon 235 program, a borrower ellglble for a 
subsidy 1s required to make mortgage payments which are at 
least 20 percent of his adjusted Income. 

USDA and the borrower execute an lnltlal interest credit 
agreement covering the time from Loan closing to the end of 
the following calendar year. A new loan agreement 1s executed 
every 2 years to adJust the amount of the monthly payment. 
However, unlike the section 235 program, the borrower will 
no longer be eligible for a subsidy after his adlusted in- 
come exceeds the maxlmum established for his State, even 
though 20 percent of his adjusted income would be inadequate 
to make the total required mortgage payment. 

No maxlmum mortgage amounts are set for section 502 
loans, however, USDA regulations state that the home should 
be modest In design, cost, and size. 

TARGETS AND ACCOMPLISHMENTS 

The Congress directed the President to set production 
targets for each of the maJor housing programs for low- and 
moderate-income famllles during the lo-year period ending 
June 30, 1978, and to report each year on the accomplishments. 
Following are the reported targets and related accomplishments 
for the sections 235 and 502 programs.' 

'The targets are those Included in the President's Second 
Annual Report on National Housing Goals, dated April 1970. 
The accomplishments are those included In the Fourth Annual 
Report on National Housing Goals, dated June 1972. 



Fiscal 
year 

1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 

Section 235 Sectlon 502 
Targets Accompli.shments Targets Accomplishments -- 

(Thousands of units) 

3 8 33 33 
48 70 63 48 

145 138 121 83 
141 141a 172 87a 
175 172 
175 172 
175 172 
175 172 
175 172 
174 171 -- 

1,386 31,420 

Targets for the section 502 program include loans to 
both borrowers who are eligible and borrowers who are not 
eligible for interest credit loans. Separate targets for 
housing to be provided under interest credit loans have not 
been established. 

Targets have not been set for the number of existing 
units to be provided under either program, and they do not 
count toward meeting the housing goals because they do not 
add to the housing supply However, during fiscal years 1969, 
1970, and 1971, about 31,000 existing units were provided to 
low- and moderate-income families under section 235 and 
about 25,000 units were provided under section 502. 

ESTIMATED SUBSIDY PAYMENTS 

Subsidies for the 1 4 million new and rehabilitated 
housing units planned under the section 235 program could 
amount to $10.5 billion. This estimate is based on informa- 
tion which HUD provided to the Congress in April 1972 on 
estimated payments under section 235 contract authorizations 
granted through 1972. The information indicated that the 
average purchaser would be eligible for a subsidy of about 
$7,600 over 12 to 14 years. If the purchaser remained eli- 
gable for a subsidy for the full 30-year term of the mortgage 
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loan, the subsidy payments could amount to about $26,600 for 
each loan, or about $36.9 bllllon for the total program. At 
June 30, 1972, HUD had expended about $379 mllllon In home 
ownershlp assistance payments. 

Since USDA has not established separate targets for the 
housing units to be provided under section 502 Interest 
credit loans, the subsidy cost for this program has not been 
determined. However, as of June 30, 1972, USDA estimated 
that Its subsidy program had cost about $37 mllllon. 

SCOPE OF REVIEW 

We reviewed selected aspects of the two loan programs 
because preliminary lnformatlon Indicated that HUD and USDA 
could Improve program effectiveness and reduce costs. We 
revlewed the allocation of program resources, quality of 
housing provided, mortgage default rates, housing options 
provided, and method of financing. 

Also, we considered HUD's and USDA's recent, comprehen- 
sive internal audits of the sectlons 235 and SO2 programs. 

Our review was generally confined to HUD and USDA actlv- 
ltles In nine States--Alabama, Arkansas, Colorado, Georgia, 
Louislana, South Carolina, Texas, Washington, and Utah-- 
where about 38 percent of the section 235 loans and about 
29 percent of the section 502 loans had been made from August 
1968 through December 31, 1970. We Interviewed HUD offlclals 
at headquarters, regional, and local levels and USDA offl- 
clals at headquarters, State, and local levels. We examined 
pertinent legislation, admlnlstratlve regulations, and pro- 
gram records. We inspected houses provided by USDA and 
monltored HUD's lnspectlon of selected houses. 

We also lntervlewed offlclals from-the mortgage banking 
Industry about certain aspects of loan processing and serv- 
lclng. 
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CHAPTER 2 

ALLOCATION OF PROGRAM RESOURCES -_I 

HUD and USDA did not allocate program resources' to 
Insure that all eligible families had the same opportunity 
to partlclpate in the homeownershlp assistance programs 
regardless of where they lived For an equitable dlstrx- 
butlon of their limited program resources, the two agen- 
cies should better identify the houslng needs of lower In- 
come famllles and should distribute program resources prl- 
marlly In proportion to ldentlfled needs. 

HOUSING NEEDS NOT ADEQUATELY IDENTIFIED 

HUD headquarters and field offices have estimated 
housing needs for lower income famllres, however, these 
estimates dlffered greatly and HUD did not reconcile them 
to arrive at reasonably reliable data. Neither USDA head- 
quarters nor its field offices had developed estxmates of 
rural subsldlzed housing needs for use In Its allocation 
process 

HUD estimates of need 

To estimate the needs for subsldlzed houslng for each 
standard metropolitan statlstlcal area (SMSA)' and for each 
county with an urban center having a population of 8,000 or 
more, HUD headquarters updated 1960 census data on house- 
holds and condltlons of housing to reflect lntervenlng con- 
struction, demolltlon, housing deterloratlon, growth in num- 
ber of households, aging of population, and changes in 

'HUD program resources consist of authorlzatlons to enter 
Into contracts with lenders for paying subsldles. USDA 
program resources consist of the authority to make housing 
loans 

'An "SMSA" 1s generally defined as a county or group of 
contiguous counties which contain at least one city of 
50,000 inhabitants or more or twin cities with a combined 
population of at least 50,000 



family Income levels and dlstrlbutlons. HUD annualized the 
total estimates to reflect that portlon of an area's needed 
units which, If provided, could be sold during a l-year pe- 
riod. 

Field office need estimates were to reflect the maxlmum 
number of subsldlzed houslng units which could be sold in an 
area during a l-year period. Field office personnel were al- 
lowed little time to prepare the estimates, and they told us 
that their estimates could be nothing more than educated 
guesses. 

HUD headquarters' estimates and the field offices' estl- 
mates differed greatly, however, HUD did not reconcile these 
differences but Instead used an average of both estimates in 
its allocation formula. For example, headquarters estimated 
that one field office needed about 6,600 units, whereas that 
field offlce estimated only about 2,000 units. Although the 
headquarters' estimate was over three times that of the field 
office, HUD used an average of 4,300 to determine how program 
resources would be allocated in fiscal year 1971. 

Needs not ldentlfled by USDA 

Neither USDA headquarters nor the nine USDA State of- 
fices Included In our review had estimated the needs for sub- 
sidized rural housing. However, one USDA State director had 
begun a study to estimate houslng needs proJected to 1980, 
so that the county offices, as well as the builders, could 
be directed to areas In need. 
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NATIONAL ALLOCATION OF PROGRAM RESOURCES 

A major factor in determinIng where HUD resources were 
to be allocated was an area's capablllty to produce houslng. 
USDA's allocations were based prlmarlly on prior years' 
production. As a result, not all area? of the Nation par- 
tlclpated in the homeownershlp assistance programs in pro- 
portlon to their indicated needs. 

Allocation of HUD program resources 

HUD allocated section 235 program resources to its 77 
field offlces primarily on the basis of a formula which con- 
sldered production capacltles and estimated needs for sub- 
sidized housing In the areas served by the field offices. 
The allocation formulas used prior to March 1971 emphasized 
productlon capacltles rather than estimated needs, there- 
fore, areas most active in producing subsldlzed houslng 
received a greater proportlon,of the avallable program 
resources. HUD recognized that need 1s an Important factor 
in allocatlng limited program resources and has taken some 
action to Increase emphasis to this factor In allocating 
section 235 program resources. In the March 1971 allocation, 
HUD gave equal weight to subsldlzed housing needs and pro- 
ductlon capacltles In the fiscal year 1972 allocation, HUD 
changed the relative weights assigned to these two factors 
to 60 percent and 40 percent, respe:tlvely. 

HUD reassigned program resources among field offices 
when field offlces had not used their allocations promptly. 
For example, to meet production goals for calendar year 
1970, HUD reassigned program resources during December to 
various field offices on the basis of their areas' ablllty 
to start construction by the end of the year HUD provided 
enough contract authority to two field offices in December 
1970 to enable them to increase calendar year 1970 construc- 
tion starts in their areas by over 65 percent HUD records 
show that construction starts in these two areas totaled 
about 2,865 units in the last 3 weeks of December 1970. 

HUD offlclals advised us that the headquarters' estl- 
mates were the best approxlmatlon of nationwide needs for 
subsldlzed housing. Therefore, we compared the actual dls- 
trlbutlon of housing units provided under section 235 from 
program inception (August 1968) through December 1971 with 
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headquarters’ estimates of houslng needs by lndlvldual 
States 0 Because HUD’s rental assistance program, authorized 
by section 236 of the National Houslng Act, serves the same 
Income group as the sectlon 235 program, HUD developed one 
combined estimate of houslng needs to be met by both pro- 
grams . Therefore, our comparison includes housing units 
provided under both these programs. 

Our analysis showed that several States received far 
fewer houslng units than their share as lndlcated by estl- 
mated housing needs This was especially true for the 
Northeastern States.l About 11 percent of the houslng units 
provided through December 1971 were In the Northeastern 
States, which would have received about 32 percent of the 
houslng units had they been allocated on the basis of HUD 
need estimates. Following 1s the natlonal ranking of se- 
lected States based on HUD headquarters’ estimates of needs 
compared with the houslng units provided (See app. I for 
a ranking of all States.) 

‘As classlfled by the Bureau of Census 

State 

Northeast 
NJ 
NY 
Pa 

South 
NC 
W Va 

North Central 
MO 
WlS 

Estimates HousIng units provided 
of needs August 1968 through December 1971 
(note a) Total Section 235 Section 236 

Units Rank Units Rank Units Rank Units Rank - - - ---- 

25,980 7 4,815 32 2,460 31 2,355 27 
110,770 1 11,855 13 2,633 30 9,222 6 

39,440 4 11,750 14 3,700 27 8,050 7 

13,130 15 8,145 21 5,098 19 3,047 20 
3,835 36 1,261 45 599 44 662 43 

13,770 12 6,772 27 3,775 26 2,997 21 
13,725 13 7,562 24 5,400 17 2,162 31 

aThese estimates, based on data furnished by HUD headquarters, represent 
the needs for units which could be sold In a 3-year period 
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Allocation of USDA program resources 

USDA has allocated section 502 program resources to 
each of Its State offices and its offlces in Puerto Rico 
and the Vlrgln Islands prlmarlly on the basis of prior pro- 
duction. USDA made allocations to State offices in aggre- 
gate for all section 502 loans, It made no separate alloca- 
tlons for loans to borrowers who are ellglble to receive 
interest credit loans. However, in June 1971 USDA head- 
quarters directed that at least 50 percent of all section 
502 loans authorized for fiscal year 1972 would be made to 
lower income families. 

We compared the dlstrlbutlon of housing provided under 
the sectlon 502 program from August 1968 through December 
1971 with rural census population statlstlcs because estl- 
mates of rural houslng needs were not available We recog- 
nize that population statlstlcs may not be an accurate 
lndlcator of houslng needs, however, we did find a high 
correlation between State population statlstlcs and HUD’s 
estimates of subsldlzed urban housing needs (see app. I), 
and a slmllar correlation may exist for subsldlzed rural 
housing needs, 

About 10 percent of the housing units provided by USDA 
under the section 502 program were in the Northeast States, 
which had about 18 percent of the NatIon’s rural population, 
and about 23 percent were in the North Central States, which 
had about 30 percent of the Nation’s rural population. About 
58 percent of the housing units provided were in the South, 
which had about 41 percent of the Nation’s rural population. 

The State ranklngs by rural population dlffered greatly 
from those by the number of housing units provided under 
section 502 The following schedule shows the national 
ranking for several States. (See app. II for a ranking of 
all States.) 
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Rural 

Houslng units provided under 
USDA's section 502 program 

August 1968 through December 1971 
Interest 

credit 
population 

State ranklng 
Total loans Other loans 

TJnlts Rank Units Rank Units Rank - - ---- 

Northeast 
Maine 
Pa. 

34 5,175 19 2,185 12 2,990 23 
1 4,101 23 695 27 3,406 21 

South 
Ark 
MISS. 

24 12,837 5 5,302 3 7,536 6 
21 15,616 2 5,849 2 9,767 2 

North Central 
Mlch 5 6,748 14 1,553 17 5,195 14 
Ohlo 4 5,924 17 1,358 20 4,566 18 

Through June 30, 1971, USDA, acting as HUD's agent In 
rural areas for approving section 235 home ownershlp loans, 
approved about 7,360 loans USDA administered program re- 
sources at the natlonal level and made them available to 
borrowers on a first-come, first-served basis As a result, 
about 26 percent of the loans approved by USDA In fiscal 
years 1970 and 1971 were In one State (Washington) which 
accounted for only about 2 percent of the Nation's rural 
population. During the 18-month period ended December 31, 
1970, over half of the loans were made In one county of this 
State 
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LOCAL ALLOCATION OF PROGRAM RESOURCES 

A basic problem encountered by HUD and USDA field of- 
fices was inadequate guidance by headquarters on the proce- 
dures and pollcles to follow in allocatlng program resources. 
Left on their own, most of the offlces allocated resources on 
a first-come, first-served basis and therefore did not al- 
locate program resources according to needs 

Allocation of HUD program resources 

Authority to approve section 235 loans was first del- 
egated to field offices in July 1969. At that time, HUD 
instructed the offices to serve those communltles with the 
greatest needs for housing and to make every effort to 
achieve a fair geographic dlstrlbutlon. Although HUD issued 
many circulars and directives on the operation of the sec- 
tlon 235 program, it gave no guldellnes on how a fair geo- 
graphic dlstrlbutlon should be achieved. 

Field offlces used various methods of allocating pro- 
gram resources Many field offlces covered by our review 
did not use their own or headquarters’ need estimates as a 
basis for allocating resources There were wide variations 
m the extent to which the housing provided met the needs 
for subsldlzed housing In the areas served by the field 
offlces 

Many of the field offices relied on builders to deter- 
mine the locations of houses For example, the Denver field 
office-- which serves Colorado--allocated its funds for new 
units accordlng to builder requests and each builder received 
a portion of the funds Few builders submltted proposals 
to build in small communltles, therefore, larger communltles 
received a dlsproportlonate share of available resources. 
In Colorado 5,501 of 6,051 houses provided from August 1968 
through December 1971 were in the three SMSAs of the State, 
while only 550 houses were in the rest of the State. Fol- 
lowlng 1s a comparison of the actual dlstrlbutlon of houses 
in Colorado with need estimates developed by HUD head- 
quarters As mentloned earlier, we included the housing 
units plovlded under the sectlons 235 and 236 programs in 
our comparison because these programs serve the same income 
group 
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Housing units provided 
from August 1968 

through December 1971 
SMSA or Section 
county 235 

SMSAs 
Colorado 

Springs 1,366 
Denver 3,685 
Pueblo 450 

county 
Fremont 1 
La Plata 5 
Larimer 69 
Las Anlmas - 
Logan 2 
Mesa 17 
Otero 5 
Weld 57 
Other 394 

Total 6,051 

aSee note on page 13 

Sectlon 
236 

Total 
units 

439 1,805 964 187 
2,467 6,152 4,126 149 

245 695 437 159 

24 

1 
5 

93 

53 
55 

393 
45 
55 

192 
121 
318 

CW 

2 
9 

24 

90 
2 

107 
5 

57 
436 

4 
56 

4 
18 

42 

3.307 9,358 6.759 138 

Estimated needs 
Percent 

Units of needs 
(note a) met 

bNeeds were not estimated for these counties 

At the Columbia, South Carolina, field offxe, we were 
told that funds were generally allocated on the basis of 
how much confidence the offlce had III the builders who 
submitted proposals A comparison of the actual dlstrlbu- 
tlon of houses with HUD's need estimates shows that the per- 
cent of needs met ranged from a low of 4.4 percent WI one 
county to over 300 percent in another. 

The dlrector of the Seattle, WashIngton, field office 
told us that builders usually determlned the locations of 
section 235 housing Our analyses again showed a concentra- 
tion of houses an the State's two SMSAs and a wide variance 
in percent of needs met 
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HousIng units provided 
from August 1968 

through December 1971 
Set - Set - 

SMSA or tion tion Total 
county 235 236 units 

SMSA 
Seattle- 

Everett 4,583 2,593 7,176 
Tacoma 1,708 655 2,363 

County 
Chelan 18 - 18 
Clallum 11 - 11 
Cowl1tz 33 145 178 
Grays Harbor 57 - 57 
Island 24 - 24 
Kitsap 98 36 134 
Kittitas 4 168 172 
Skagit 228 46 274 
Thurston 143 - 143 
Whatcom 108 82 190 
Yaklma 298 - 298 

Total 7.313 3,725 11,038 

aSee note on page13. 

Estimated needs 
Percent 

Units of needs 
(note a) met 

4,608 156 
1,757 134 

207 9 
130 8 
245 73 
214 27 

90 27 
396 34 

99 174 
172 159 
285 50 
307 62 
721 41 

9,231 120 

The Seattle field office began allocating resources to 
counties on the basis of indicated needs after we discussed 
the results of our review with the office Under this method 
the director of the office informed builders and mortgagees 
of the number of houses which would be financed In each 
county under the section 235 program. Also the offxe 
planned to record the locations of housing provided to de- 
termine how well the needs of each area had been met 

The Spokane, Washington, field office allocated re- 
sources in a planned, consxstent manner startnng in calendar 
year 1970. It allocated program resources equally between 
the one metropolitan area and outlying areas wathin its 
-jurisdiction. It reviewed prior allocations and gave higher 
priorities to those areas which had not received thaxr shares. 
As the following analysis shows, this method resulted in a 
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somewhat more equitable dlstrrbutlon of resources between 
SMSAs and non-SMSAs than the methods used by the offices 
previously discussed 

SMSA or 
county 

Housing units provided 
from August 1968 

through December 1971 
Total Section Section 

235 236 units 

SMSA 
Spokane 

County 
Benton 

(Wash ) 
Franklin 

[Wash ) 
Grant 

(Wash.) 
Walla Walla 

(Wash ) 
Whitman 

(Wash ) 
Kootenal 

(Idaho) 
Latah 

(Idaho) 
Nez Perce 

(Idaho) 

Total 

1,514 612 2,126 1,115 191 

146 

100 

48 

132 

47 

101 

25 

109 

54 

37 

48 

100 

66 

55 

146 

154 

85 

180 

147 

167 

80 

109 

2,222 3.194 

aSee note on page 13. 

Allocation of USDA urogram resources 

Estimated needs 
Percent 

Units of needs 
(note a) met 

144 101 

108 143 

116 73 

180 100 

126 117 

117 143 

119 67 

110 99 

2.135 150 

USDA State offrces made section 502 program resources 
available to county offices largely on a first-come, flrst- 
served basis No guidance had been provided to State or 
county offices on how to distribute program resources, so 
dlstributlon was left to individual county supervisors 

The State offices included in our review had not de- 
termlned the needs for subsidized housing The locations 
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of sectlon 502 housing In many States was determined prl- 
marlly by builders and realtors, and loans were not dls- 
trlbuted among counties according to population data For 
example, in Georgia, no section 502 Interest credit loans 
were made In one county with a rural population of about 
19,000 from July 1, 1968, to May 20, 1971, while 135 interest 
credit loans were made during the same period in another 
county with approximately the same rural population In 
Texas 16 sectlon 502 interest credit loans were made in one 
county from July 1, 1968, through March 31, 19711, while 
153 sectlon 502 interest credit loans were made during the 
same period in an adJacent county with a slmllar rural 
population 

USDA's Office of Inspector General (OIG) reported that 
some county offices were making only limited use of Interest 
credit loans In a January 1970 audit report, OIG commented 
that 

w*A* loans are *** made prlmarlly on a 'first- 
come first-served' basis, i.e., the county 
supervisor who gets the largest amount of loan 
dockets to the National Finance Office will make 
the largest amount of loans MeanwhIle, it 1s 
entirely possible that residents of areas served 
by other unit offices will not receive loans 
needed equally as much primarily because (a) the 
county supervisor In their area was not as adept 
in completing loan dockets, or (b) the county 
supervisor lacked lnltlatlve, ingenuity, or re- 
sourcefulness In making known to potential 
borrowers the manner In which FHA [Farmers Home 
Admlnlstration] loan programs could assist them." 

In another audit report issued in August 1971 on the 
rural housing program, OIG pointed out that 

"FHA 1s not adequately meeting Its Rural Hous- 
Ing Program ObJective of providing safe, decent, 
and sanitary houslng for low to moderate income 
families. This 1s occurring because (1) the 
obJectives of the currently funded Rural Housing 
Program are neither clearly understood nor fully 
accepted at State and county offlce levels in 
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some locations , and, (2) currently there 1s 
neither adequate National Offlce monltorlng of 
field operations nor an effective system for 
qualltatlvely measuring the extent to which pro- 
gram obJectives are understood and accomplished 
As a result, the houslng needs of lower income 
families, in some areas, are not being adequately 
served *** ” 
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AGENCY COMMENTS AND OUR EVALUATION 

HUD views 

In commenting on our proposal that HUD provide for a 
more equitable dlstrlbutlon of program resources, HUD stated 
(see app. IV) that 1-t had Increased emphasis on needs in 
its allocation formulas, to a point where It gave needs a 
go-percent weight in the fiscal year 1972 allocation formula 
We believe, however, that HUD must first ldentlfy the true 
needs for subsldlzed housing. As a mlnlmum, this would 
require that HUD headquarters need estimates and its field 
offIces' estimates be coordinated, to arrive at reliable 
data. After HUD has determined needs, it should make every 
effort to allocate program resources according to the needs, 
even If this requires special actions or programs to spur 
the development of subsldlzed houslng in certain areas. 

HUD agreed that field offices should be more active in 
determining the areas' needs for subsldazed housing and 
should give prlorlty to developing areas with the greatest 
needs. Statutory limitations, restrictive Income limits, 
Increasing land costs and taxes, and the conservative at- 
titudes of some banking lnstltutlons, according to HUD, had 
contributed to the disparity between the estimated needs for 
subsldlzed houslng In the Northeastern States and the hous- 
lng units actually provided HUD stated that the proposed 
Houslng and Slmpllflcatlon Act, which the 92d Congress 
consldered but did not enact, would improve this sltuatlon 
by permlttlng the Secretary to admlnlstratlvely determine 
mortgage and income limits, 

USDA views 

USDA informed us (see app. V) that its allocation of 
rural houslng funds to States considers such factors as 
number of rural homes, condltlons of homes, incomes of rural 
famllles, average costs of new homes, and hlstorlcal lend- 
ing patterns. USDA expressed the view that it IS dlstrlbut- 
lng the funds to States in accordance with needs. 

Although USDA consldered the cl-ted factors when it 
dlstrlbuted section 502 funds, hlstorlcal lendlng patterns 

rlor production) were a maJor factor lnfluenclng such 
i!strI.butlon For example, the initial dlstrlbutlon of 
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fiscal year 1971 funds was based prlmarlly on fiscal year 
1970 dlstrlbutlon. 

USDA advised us that for fiscal year 1973 it ranked 
the States for each of the five factors mentioned above and 
then adJusted the ranking on the basis of hlstorlcal lending 
patterns to decide whether a State should receive a greater 
or lesser proportion of the total program resources than it 
did the previous year. We believe that this procedure con- 
tinues to give undue weight to prior production instead of 
current needs. 

USDA did not comment on the allocation of section 502 
resources at the State or local level or on making alloca- 
tions on a first-come, first-served basis or on the basis 
of the actions of builders and realtors. 

USDA acknowledged that it had made no separate alloca- 
tions of interest credit loans under the section 502 pro- 
gram but informed us that it would instruct the States to 
channel at least 50 percent of the loan funds into housing 
for low-income framilies We question whether allocating 
loan funds on the basis of a predetermined natlonwlde per- 
centage would adequately meet the housing needs of low- 
Income families. 

RECOMMENDATIONS 

We recommend that the Secretary of HUD and the Secre- 
tary of Agriculture Insure that resources under sections 235 
and 502 programs are allocated prlmarlly in proportion to 
needs. We also recommend that the Secretary of Agriculture 
require separate allocations of the subsidized and unsub- 
sidized housing loans according to needs, 
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CHAPTER 3 --- 

CONDITION OF HOUSING 

Houses with slgniflcant defects were sold to low- and 
moderate-income families under the programs Because many 
of the defects concern the safety and health of the occu- 
pants, the program ObJective of providing low- and moderate- 
income families with decent, safe, and sanitary houslng has 
not been met In many cases. Also, the families that ob- 
tained such houses could face unexpected frnanclal hardships 
in correcting the defects or could give up the houses be- 
cause of dissatisfaction. 

HUD and USDA have taken some corrective actlons and 
plan to take others. At the time of our review, it was too 
early to test the adequacy of these actlons. 

DEFECTIVE HOUSES PROVIDED UNDER THE 
HUD-ADMINISTERED SECTION 235 PROGRAM 

A report by the staff of the House Committee on Banking 
and Currency ' disclosed that houses with serious defects had 
been provided to low- and moderate-income families under the 
sectlon 235 program. As a result of this report, HUD's 
Offlce of Audrt revlewed HUD's program admlnlstration, which 
included physical inspections of 1,281 propertles which HUD 
had previously inspected and approved. HUD's auditors found 
that 433 of the 1,281 houses had defects. About 24 percent 
of the new houses and 39 percent of the exlstlng houses had 
defects. 

HUD's orIgina audit samples of 730 new houses and 
633 exlstlng houses were selected, on a statistical random 
basis, from the approximately 78,700 new houses and 40,600 
exrsting houses insured by HUD at November 30, 1970 The 
original samples were reduced by 61 houses by eliminating 
those field offices where there were less than 10 properties 

'Investlgatlon and Hearing of Abuses in Federal Low- and 
Moderate-Income Housing Programs, Staff Report and Recom- 
mendations, December 1970. 
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and by 51 houses where the auditors were unable to enter and 
inspect the houses. In addltlon to revlewlng the HUD au- 
ditors’ sampling techniques, we verlfled their lnspectlon 
results by lnspectlng with them, or by relnspectlng, 101 
houses in 12 cltles On the basis of that review, we be- 
lieve that the results of the lnspectlons can be proJected 
natlonwlde. Such a proJectIon lndlcates that, of those houses 
insured as of November 1970, about 18,900 new houses (24 per- 
cent of 78,700) and 15,800 exlstlng houses (39 percent of 
40,600) had defects. 

The results of HUD’s lnspectlon and descrlptlons of the 
defects disclosed are set forth below 

New Exlstlng 
houses houses 

Orlginal sample 730 663 

Houses Inspected 672 609 

Houses inspected that 
Had defects resulting from 

poor workmanshlp or 
materials 100 (4 

Had slgnlflcant defects 
affecting safety, health, 
or llvablllty 73 225 

Should not have 
been insured (note b) 35 

Total houses with defects 173 

Percent of houses with 
defects to original sample 24 39 

aNot applicable. 

bHUDrs Offlce of Audit concluded that the slgnlflcant 
defects in these houses should have made them lnellglble 
for mortgage Insurance. 
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New houses--poor workmanshlur materials. No switch ---- -- 
to operate kitchen light, all corners cracked from celling 
to floor, stalrway handrail to upper story loose and attached 
to sheetrock rather than studdlng, large two-pane picture 
window had inside portlon of mullion mlsslng, which allowed 
air to enter through crack that extends the full height of 
window. 

New houses-- slgnlflcant defects affecting safety, health, 
and llvablllty. Leak In dralnplpe from kitchen and bath 
causing water to stand under house, electric clrcult breaker 
cut power off at various times , particularly when furnace 
and range were both on, 2 to 6 inches of water standlng In 
crawl space due to poor dralnage, leak In roof, wlngwall 
separated from maln part of house, severe settling of con- 
crete porch 9 steps separating from porch, no porch handrails, 
dralnage problem because of improperly graded lot. 

Existing houses --significant defects affecting safety, 
health, and llvablllty. House required complete rewlrlng, 
and owner received notice of code vlolatlon from city, walls 
cracked throughout house, celling tiles falling down, sub- 
floor and floor Joists under bathroom and utility areas 
rotted, all wlndowsllls rotted, roof leaked into kitchen, 
back porch, dining room, and hall, water In basement due to 
poor condltlon of foundation walls, porch deteriorated and 
handralls rotted, improper lot dralnage and water in crawl 
space. 

Our photographs of such defects are included In 
appendix III. 

Inadequate lnspectlon procedures 

HUD offlclals told us that inspections were inadequate 
because l 

1. Appraisers, who are responsible for inspecting 
propertles they appraise and noting condltlons need- 
lng repair, were not adequately trained to make 
these lnspectlons. HUD’s Office of Audit found a 
number of cases In which the appraisers had failed 
to identify slgnlflcant defects. In other cases, 
the appraisers noted the defects but the repairs 
required by the appraisers were inadequate to cor- 
rect the defects. 
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2. The emphasis on provldlng houses placed an unusually 
heavy workload on field office appraisers. HUD's 
Offlce of Audit found that in some field offices 
appraisers were makrng five or more apprarsals a 
day. The Offlce concluded that this workload was 
unreallstlc and resulted In poor lnspectlons because 
of the time required to appraise and Inspect houses, 
complete paperwork, and find and inspect comparable 
houses. 

3 Appraisers were inadequately supervlsed HUD's 
Office of Audit concluded that many of the appraisal 
and lnspectzon problems might have been discovered 
and corrected If supervisory reviews had been made 
as required. 

4. Certain HUD personnel had non-consumer-oriented 
attitudes toward the section 235 program. HUD’s 
Office of Audit commented on this matter In its 
December 1971 report. 

“Over the past years FHA [Federal Housing Admlnlstratlon] 
has operated quite successfully as an insurer of mort- 
svw y closely tied into the attitudes and postures of 
the home bulldlng and mortgage banking lndustrles. The 
organlzatlon was not consumer orlented to any slgnlfl- 
cant degree. With the advent of subsldlzed housing 
programs (rent supplement and interest subsidies) many 
of the personnel carrying out programs have not suffl- 
clently adjusted their thlnklng and attitudes to en- 
compass the Department's new programs.*** 

"We were informed, both orally and In wrltten comments, 
that the word was out from the Central Office to relax 
the lnspectlon requirements. FHA personnel advocated, 
and continue to do so In certain areas, the ‘caveat 
emptor' concept. They stated that as long as the 
people were getting better housing than they were 
accustomed to the goals of the program were being met. 
The ma;lorlty of the people housed under Section 235 
have received good value and are llvlng in better 
houslng than they were accustomed to.*** 

“Many buyers of older inner city houses have not been 
fairly treated. The values stated as the result of 
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appraisals have been high and the condltlon of many 
properties has been poor to bad *** Pollcles, pro- 
cedures and lnstructlons concerning complaints on 
existing construction were not sufficiently responsive 
I;O the homeowner. ***” 
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DEFECTIVE HOUSES PROVIDED UNDER 
THE USDA-ADMINISTERED SECTIONS 
235 AND 502 PROGRAMS 

In eight States we inspected 121 houses provided under 
the USDA-admlnlstered sections 235 and 502 subsidy programs 
and found that over 50 percent of these houses had defects 
slmllar to those found In the HUD-administered program 
USDA construction inspectors accompanied us on our inspec- 
tlons and agreed with us on the defects noted and on our 
classlflcatlon of them The number of houses found with de- 

defects are summarized below fects and descrlptlons of these 
I  

Total inspected 

Houses with defects resulting 
from poor workmanship or 
materials 

Houses with slgnlflcant de- 
fects affecting safety, 
health, or llvablllty a 

Total houses with defects 

Percent of houses with 
defects 

a 
Not applicable 

New houses 
Section Sectlon 

23.5 502 

41 38 - - 

22 11 

7 2 - - 

29 - 13 

Exlstlng 
houses 
Section 

502 

42 

(a> 

20 

20 

48 - 

New houses--poor workmanship or materials Glue pene- 
tratlng and dlscolorlng the bathroom vinyl flooring, In- 
adequate lot drainage, causing standing water along side of 
house, exterior door improperly fitted 

New houses-- slgnlflcant defects affecting safety, 
health, and llvablllty Septic tank drained into basement, 
hot-water heater located in attic without pressure release 
value connected to the outside and no catch pan to handle 
any water overflow, only one electric heating device for 
living room, kitchen, and dlnlng area 
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Exlstlxhouses--slgnlflcant defects affecting safety, -- -----..?el_- 
health, and llvablllty Defectrve baseboard actrlc hzF- 
lng device p deteriorated porch steps, gas stove In llvlng 
room only source of heat for two-story house, collapsed 
garage roof, steep and narrow stairs without handralls, cal- 
lapsed cesspool 

Our photographs showing examples of defects In some of 
the houses we Inspected are included In appendix III 

Inadequate lnspectlon procedures 

USDA offlclals advised us that lnspectlons were in- 
adequate because 

1. County supervisors who were not qualified as hous- 
lng Inspectors Inspected houses County super- 
visors have backgrounds In agricultural management 
and farm flnanclng but generally do not have suffl- 
clent experience or tralnlng in homebulldlng An 
OIG report dated August 1971 stated that more than 
96 percent of the professional staff at the county 
level had educational backgrounds In agricultural 
management, however, rural housing programs ac- 
counted for about 65 percent of FHA’s total loan 
actlvlty. 

2 The county office staffs were too small and were 
technically Inadequate to administer the subsldlzed 
housing programs as well as other programs. OIG 
reported that from 1960 to 1971 housing loans in- 
creased more than 700 percent while the staff in- 
creased only 74 percent OIG reported over 1,300 
deflclencles pertalnlng to such matters as water 
and sewage disposal systems, subdlvlslon planning 
and development, and general construction and noted 
problems in the lnspectlons, appraisals, and loan 
servicing done by USDA personnel 

Site and subdlvlslon development standards and technl- 
cal staff were Inadequate. A number of the slgnlflcant de- 
fects found In houses provided under the USDA sectlons 235 
and 502 subsidy programs were due to poor site development, 
which had caused poor dralnage and water accumulation around 
and under the houses Some subdlvlslons approved by USDA 
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had been previously rejected by HUD because of poor dralnage 
or unacceptable sewage disposal systems 
as of May 1971, 

OIG reported that, 
USDA had made houslng loans In 62 subdlvl- 

slons rn 14 States wlthout adequately planning for overall 
development of the areas, which had resulted In inadequate 
water supplies, sewage disposal systems, and road develop- 
ment. 

CORRECTIVE ACTIONS TAKEN AND PLANNED -- 

By HUD 

To help improve the admlnlstratlon of the section 235 
program, HUD has increased Its field offices' staff to re- 
duce the workload of appraisers and to allow more -time for 
better lnspectlons 

HUD has conducted traanlng sessions emphaslzlng quality 
of lnspectlons and the appraisers' obllgatlons to the pur- 
chasers Field offices have increased their supervisory 
staff and have reemphasized spot checks of appraisals so 
that appraisers' work can be reviewed as required. 

HUD planned, at the time of our review, to develop a 
quality control system to insure improved performance at the 
field level A professional staff, knowledgeable In mort- 
gage underwrltlng, houslng production, and mortgage credit 
techniques, was planned to make onslte reviews, evaluate the 
quality of appraisals and construction lnspectlons made by 
field personnel, 
determlnatlons, 

evaluate the correctness of mortgage credit 
evaluate the effectiveness of training, de- 

termine whether program procedures are being adhered to, and 
evaluate the effectiveness of regional office supervision. 
This staff would be directly responsible to the Assistant 
Secretary for Housing Production and Mortgage Credit 

Bv USDA 

USDA began to train coun$y supervisors in homebulldlng 
In States we visited and proposed slmllar tralnlng for all 
county supervisors In addltlon, some State and county of- 
fices either hired or planned to hire additional technical 
staff, such as construction inspectors 
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USDA Issued several lnstructlons to its field ofilces 
on developing rural houslng sites and on establlshlng stand- 
ards for acceptablllty of water and sewage disposal systems 
USDA offlclals advised us that they planned addltlonal ac- 
tions which Include revising site development standards and 
revlslng the minimum property standards to closely correlate 
with HUD’s mlnlmum property standards 

USDA issued lnstructlons to field offlces on debarring 
contractors who failed to correct defects and establlshed a 
technical staff at headquarters to Investigate USDA audit 
findings on housing defects and to serve as a clearinghouse 
for recommendations as a result of such findings. 

STATUTORY PROTECTION 

Purchasers of new houses under sectlon 735 have been 
protected against defects by homeowner service pollcles 
which require builders to correct defects during the first 
year after purchase This type of protection was not avail- 
able to purchasers of existing houses until December 31, 
1970, when sectlon 518 of the National Housing Act was 
amended to permit HUD to correct defects which seriously af- 
fected the use and llvablllty of any existing house provided 
under section 235. The defects must have existed on the 
date of the mortgage Insurance commitment and must be rea- 
sonably disclosed by proper lnspectlon 

This protection was made avallable to purchasers whose 
mortgages were Insured before and after enactment of the 
amendment. Claims by mortgagors insured before enactment 
must be submitted wlthan 1 year of enactment Claims by 
mortgagors insured after enactment must be submitted within 
1 year after the mortgages were Insured. 

In addition, HUD can act against the seller of an exist- 
lng house needing repalrs to recover repair costs. HUD re- 
quires that the seller of an exlstlng house certify the 
present condltlon of the house and, if he was not the most 
recent occupant, deposit 5 percent of the purchase price In 
escrow for 1 year to insure reimbursement should repairs be 
needed 

Under the section 502 program, purchasers of new houses 
are also protected against defects by homeowner sezce 
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pollcles provided by builders However, the statutory pro- 
tection of purchasers of exlstlng houses provided by sectlon 
518, for the sectlon 235 program, 1s not avallable under 
the sectlon 502 program 

Even though purchasers of section 235 houses and sec- 
tlon 502 new houses have some protection from defects, low- 
Income famllles are often unable to detect houslng defects 
and therefore may not request their correction Therefore, 
we belleve that relnspectlons of houses by HUD and USDA 
before explratlon of the l-year period would protect the 
purchasers and would reduce the costs of needed repalrs to 
be borne by the agency If the purchasers default and the 
mortgages are foreclosed 

Also protection should be provaded to purchasers of 
exlstlng houses under the USDA section 502 program similar 
to that of purchasers of houses under sectlon 235. 

RECOMMENDATIONS 

We recommend that the SecretarIes of HUD and Agriculture 
require that all houses be reinspected wlthln 1 year after 
purchases to Insure that defects covered by builder service 
pollcles and sellers' certlflcatlons have been ldentlfled 
and corrected 

We also recommend that the Secretary of Agriculture 
establish procedures or seek leglslatlon, If necessary, to 
Insure that USDA and/or the purchasers of existing housing 
under sectlon 502 have recourse to the sellers to cover the 
costs of repalrlng defects that existed at the time of sale 

AGENCY COMMENTS 

In commenting on our recommendation to reinspect houses, 
HUD polnted out that such a requirement would increase the 
workload and that, since its budget would not cover the ad- 
ditional staff needed, It might have to use private fee in- 
spectors. USDA stated that, if appropriations permit, it 
would require relnspectlons of all houses during the 11th 
month of -the l-year warranty period. 

USDA stated that it. would study our recommendation that 
purchasers of exlstlng housing under the sectlon 502 program 
be protected by a right of recourse to the seller 
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CHAPTER 4 

HOUSING OPTIONS 

HUD and USDA have not provided their field offlces 
with adequate guldellnes on the types of housing ellglble 
under homeownership assistance programs for low- and 
moderate-Income families As a result, some families can 
buy houses with such options as air condltlonlng, fireplaces, 
and extra bathrooms, while other famllles in the same gen- 
eral area cannot Because of these lnconslstencles, 
neither agency can Insure that all ellglble famllles are 
offered the same opportunity to receive the extent of as- 
sistance intended by the Congress or that program costs are 
mlnlmlzed so that the maximum number of families are as- 
slsted with the available funds 

INCONSISlENCIES IN THE SECTION 235 PROGRAM 

The lnltlal statutory mortgage llmlts established for 
the section 235 program 

Statutory mortgage limits 
Limit In hlgh- 

Basic limit cost areas 

Family of four or less $15,000 $17,500 
Family of five or more 17,500 20,000 

In June 1969 HUD instructed its field offlces to estl- 
mate the cost of a modest house In their Jurlsdlctlons to 
establish admlnlstratlve mortgage ceilings for the section 
235 program A modest house was described as one contalnlng 
approximately 1,000 square feet of flnlshed floor space 
with three bedrooms, one bathroom, and the following options, 
a refrigerator, a range with a vented hood, and a garbage 
disposal Other optlons, such as a garage, a carport, 
a patlo, carpeting, a fireplace, and air condltlonlng, 
were not to be included In the estimate, however, lnstructlons 
for preparing the estimate stated that such optlons were 
not prohibited under the program If they could be produced 
within the mortgage celllngs applicable to the area 

1969 amendments to the National Housing Act increased 
the mortgage llmlts for the section 235 program as shown 
below 
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Statutory mortgage limits 
Llmlt in hlgh- 

Basic llmlt cost areas - 

Family of four or less $18,000 $21,000 
Family of five or more 21,000 27,000 

Because of the increase in mortgage llmlts, HUD head- 
quarters instructed field offices to prepare new cost estl- 
mates for the modest house described above A February 
1970 lnstructlon stated 

'I?** It was never intended that the increase In 
the 'basic statutory llmltl would automatically 
result In an increase In the actual selling prices 
under Section *** 235. It was antlclpated that 111 
those areas where the typical selling price for a 
moderate cost, single-family dwelling had been below 
the new 'basic statutory llmlt,' most sales under 
the assisted homeownershlp program would continue 
*** at the customary selling prices for 'modest 
housing' In the area " 

Another lnstructlon in March 1970 stated that mortgage 
1lmlt.s should not be established below $18,000, regardless 
of the field offlces' cost estimates for a modest house. 
The field offices interpreted these lnstructlons differently, 
and some offices set mortgage limits on the basis of the 
statutory llmlts while other offices set them on the basis 
of their estimates of the selling price of a modest house 
As a result, some famllles were able to obtain housing with 
options that were not available to other famllles 

For example, one field office estimated that the modest 
house would sell for about $15,100 but decided to approve 
houses with mortgages up to the basic statutory llmlts. 
The typical three-bedroom house approved by that office had 
about 1,100 square feet of improved floor area, central air 
condltlonlng, an extra bathroom, carpeting, and an average 
replacement cost of about $16,800 

Another field office In tne same State estimated that 
a modest house would sell for about $15,200 and established 
$15,200 as the mortgage limit The typical three-bedroom 
house approved by that office had about 950 square feet of 
improved floor area and an average replacement cost of 



about $15,000 It did not have central air condltlonlng, 
carpeting, or an extra bathroom. 

A field offlce In another State estimated that a modest 
house could be sold for about $15,650, however, 1-t based the 
mortgage llmlt. on the statutory llmlts After the statutory 
mortgage llmlts were Increased In December 1969, the average 
mortgage Increased from about $14,350 to about $17,300 as of 
May 1971 The houses approved by this office often had such 
optlons as a garage, carpeting, an extra bathroom, and air 
condltlonlng These houses, on the average, had about 160 
more square feet of improved floor area than the modest 
house HUD described 

USDA lnstructlons on the section 235 program state that 
the maximum mortgage amount will not exceed $18,000 unless 
approved by HUD However, these lnstructlons also provide 
that lower mortgage amounts should be encouraged In local- 
ities where suitable housing could be provided at a lower 
cost 

Our review indicated that USDA generally was approving 
section 235 houses that were comparable In cost to those 
being approved by HUD In the same locality. However, in one 
State, USDA was not making avallable the same houslng options 
that HUD was The USDA policy in this State was to provide 
a modest three-bedroom house of about 1,000 square feet, 
options were generally llmlted to a range and a carport 
USDA set a maximum mortgage llmlt of $14,500, although the 
HUD field office used the basic statutory limit. of $18,000 
The houses approved under section 235 by HUD in this State 
during the first 6 months of 1971 had an average mortgage 
loan of $17,200 and often Included such optlons as a garage, 
a full basement, carpeting, an extra bathroom, and air con- 
dltlonlng However, the houses USDA approved during the 
same period had an average mortgage loan of $13,800 and were 
approximately 160 square feet smaller than the houses HUD 
approved, and options were generally llmlted to a range and 
a carport 

INCONSISTENCIES IN THE SECTION 502 PROGRAM 

USDA has not establlshed mortgage ceilings for the 
section 502 interest credit program Guidelines state that 
houses approved for section 502 loans must be modest In 
size, design, and cost and that particular design features 

36 



or optlons should not be included If such options are cus- 
tomarlly not Included In other adequate but modest houses 
being built in the area by families with moderate incomes 

As a result of these rather general guldellnes, county 
supervisors have been allowed to lndlvldually determine 
mortgage ceilings and housing options and housing optlons 
made available to section 502 purchasers were not consistent. 
For example, interest credit loans approved by a county 
supervisor in one State averaged about $16,000 and the 
houses usually contained such optrons as central arr con- 
dltlonlng, a brick veneer exterior, and an extra bathroom 
At the same time the average sectron 502 interest credit loan 
In another county of the same State was about $11,000 and the 
houses had only one bathroom, no central air condltlonlng, 
and composltlon sldlng. 
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- IWCONSISTENCIES BETWEEN THE 
SECTIONS 235 AND 502 PROGRAMS 

Because of the differences In mortgage celllngs and de- 
sign crlterza establrshed for the sectlons 235 and 502 pro- 
grams) houses provided to low- and moderate-Income famllles 
In the same localzty could vary slgnlflcantly. For example, 
in one county the houses provided under sectlon 235 averaged 
about 1,120 square feet of Improved area and generally had 
two bathrooms and central air condltlonlng whereas the houses 
provided under the sectlon 502 Interest credit program aver- 
aged about 900 square feet of improved area and had one bath- 
room and no central air condltlonlng 

EFFECT OF OPTIONS ON PROGRAM COSTS 

Optlons included in houses approved for frnanclng under 
the section 235 and section 502 subsidy programs generally 
result in increased cost to the Government. OptIons gener- 
ally do not result in increased cost to the purchaser because 
the purchaser’s payment 1s based on his income rather than 
the cost of the h0use.l 

The following table shows that lncludlng $2,500 of op- 
tlons In a basic house costing $15,500 could Increase annual 
subsidy costs by about $260 wlthout lncreaslng the purchas- 
er Is annual payment. For this table we assumed that the pur- 
chaser had an adjusted gross income of $5,100 a year and that 
the house was purchased sub-Ject to a 30-year mortgage bearing 
7-percent Interest. 

Annual payment for prln- 
cipal and interest 

Less annual payment by 
purchaser (20% of ad- 
Justed income> 

Annual payment by 

Baszc house 

$1,556.74 

1,020.00 

$ 536.76 

‘When the purchaser receives the 
the cost of anv oDtlons. 

House with options Difference 

$1,815.24 $258.48 

1,020.00 

$ 795.24 $258.48 

maximum subsidy, he bears 

. 
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CONCLUSIONS 

We believe that all ellglble famrlles should have an 
equal opportunity to receive the full extent of assistance 
Intended by the Congress under the homeownershlp assistance 
programs. Because HUD and USDA guldellnes have been lnade- 
quate, some famllles are being assisted in buying houses with 
options that other famllles in the same general area are 
unable to obtain. 

We are not suggesting a list of options for the Natlon, 
nor are we suggesting that purchasers be denled housing al- 
ternatives. We belleve that HUD and USDA should determlne 
what options are appropriate for houses in dJfferent areas 
of the country (air condltlonlng might be appropriate in one 
area and not In another) and should establish clear and unl- 
form criteria on the basis of the estimated cost of provldlng 
houses with appropriate options In each area. 

We belleve that the Congress intended that HUD and USDA 
mlnlmlze costs consistent with the ObJective of provldlng de- 
cent, safe, and sanitary houslng 

Although the Congress has established mortgage llmlts 
for the sectlon 235 program, HUD lnstructlons have been un- 
clear about how the field offices should apply these llmlts 
in determlnlng the type of housing to be provided. For the 
section 502 program, for which statutory mortgage celllngs 
have not been establlshed, USDA has not provided its field 
offices with adequate guidelines to enable them to make unl- 
form, fair declslons on houslng options, 

RECOMMENDATIONS 

We recommend that the Secretaries of HUD and Agrlcul- 
ture (1) clearly define the types of housing that ~111 be 
made available under hameownershlp assistance programs in the 
various areas of the Nation and (2) Jointly determlne what 
housing options are appropriate for the houses being provided 
in communltles served by both departments. 
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AGENCY COMMLNTS AND OUR EVALUATION 

HUD, In responding to our first recommendation, referred 
to addltlonal guldelxnes for determlnlng mortgage llmlts that 
were issued subsequent to our review. One guideline, dated 
August 1971, which superseded the guldellne quoted on 
page 35, stated that mortgage celllngs would be based on 
statutory llmlts or the estimated replacement cost plus clos- 
ing cost of a moderate cost property, whichever amount was 
less. Another guideline, dated February 1972, revised the 
descrlptlon of a modest house and provided that a modest 
house could include those features or amenities necessary to 
Insure mdrketablllty to other than subsldlzed purchasers in 
each market area 

USDA recognized that counties varied slgnlflcantly in 
the types of construction and the equipment being made avall- 
able to low-income purchasers. USDA Issued a bulletin In 
June 1972 which instructed State directors to reconcile dlf- 
ferences and issue guldellnes to insure a consistent appllca- 
tlon of the policy of flnanclng adequate but modest housing 

We believe that HUD's and USDA's revised guldellnes, 
when fully Implemented, should meet the obJectives of our 
recommendation. 

HUD did not comment on our second recommendation. USDA 
stated that there would be little advantage in establlshlng 
a Joint HUD-USDA list of housing options because HUD and USDA 
serve different markets. We agree that HUD and USDA gener- 
ally serve different markets, however, under sections 235 and 
502 programs, houses are sometimes provided In the same mar- 
ket area. Under these circumstances, HUD and USDA should 
agree on what options should be made available under both 
programs 
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CHAPTER 5 

MORTGAGE DEFAULTS 

Prellmlnary lnformatlon Indicated that mortgage de- 
faults could become a malor problem in admlnlsterlng the 
sectlon 235 program. The number of defaults on the sec- 
tlon 502 program has been low to date, however, USDA offl- 
clals antlclpated that Increased program activity would 
markedly Increase the default rate. A high default rate 
would reduce program effectiveness and could result in slg- 
nlflcant costs to manage and dispose of acquired properties. 
Therefore, HUD and USDA should analyze antlclpated default 
patterns and identify possible ways of reduc;,lg the default 
rate. 

SECTION 235 PROGRAM DEFAULTS 

We examined the default experience during the first 
6 months of the program at 10 HUD field offlces. As shown 
in the following table, the number of mortgages Insured in 
this 6-month period and foreclosed or being foreclosed as 
of June 30, 1971, ranged from 2.2 percent of loans Insured 
by the Salt Lake City, Utah, field offlce to 20.1 percent of 
loans insured by the Seattle, Washington, field offlce. 

Lorwbie, s c 
Birmlnghas, Ala 
Attaata, Ia 
nl1166, TCX 
58~ Antonio. Tea 
ShTOV~T t , La 
Ltttb Pork, Ark (note b) 
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tilt I&k* CXtcp, Utah 
S&Mtls, +&ash 

Totn1 

10 
25 
II 
13 

8 
1 
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rhach foleClO6Mc WPS 6tUrtsd hot not completrd 

b 
This ~ffkr did not cazqlle twmthly default re?cs for wrtgaxq 
loans insured prfor te Januarv 1. 1970 su 

F 
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HUD and USDA did not have separate data avaIlable on 
the default rate for the USDA-admlnlstered sectlon 235 pro- 
gram. However) our review of defaults In one HUD field of- 
fice that had Insured about 26 percent of the total mortgage 
loans approved for Insurance by USDA LTI fiscal years 1970 
and 1971 showed that the default rates for the loans proc- 
essed by USDA and those processed by HUD did not differ sub- 
stantially. 

At our request, HUD’s actuarial staff prepared an es- 
timate of the aggregate claim rate’ for the sectlon 235 pro- 
gram. The staff originally estimated that the claim rate 
for this program would be 25 percent, however, in commenting 
on our draft report, HUD stated that the estimate was too 
high. HUD said that the estimate was based on the assump- 
tion that defaults for the section 235 program would be 
higher than the defaults for the section 221(d)(2)’ program 
which 1s another mortgage insurance program for low- and 
moderate-income families. Subsequent actuarial estimates, 
according to HUD, indicated that the section 235 program 
default rate at the end of the second program year was not 
as high as the default rate for the section 221(d)(2) pro- 
gram. 

Actuarial data shows that the default rate for the 
section 235 program was higher than that for the sec- 
tion 221(d)(Z) program at the end of the first year but was 
slightly lower by the end of the second year 

‘“Aggregate claim rates” are defined as the total estimated 
percentages of mortgages upon which mortgagees can expect 
to be paid insurance benefits. 

*Since 1961 HUD has administered a mortgage Insurance pro- 
gram authorized by section 221{d)(2) of the National Hous- 
ing Act, as amended (12 U S C. 1715L), to assist low- and 
moderate-income famllles by encouraging homeownershlp with 
very low downpayments. 
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The actuarial data on the sectlon 221(d)(2) program 
shows that defaults durrng the first 9 years after mortgages 
were written reached a level of about 11 percent. A report 
prepared by HUD's chief actuary polnted out that it often 
takes 6 to 8 years to begln to obtain meaningful lnformatlon 
about the experience risk on a mortgage Insurance program 
Because the default rate for the section 235 program has 
followed closely the default rate for the sectlon 221(d)(Z) 
program, we belleve that sectlon 235 defaults could reach 
10 percent, 

Although a precise default rate for the section 235 
program has not been developed, we belreve that there are 
sufflclent lndlcators that the potential foreclosure rate 
will be high enough to warrant special efforts by HUD to 
reduce or avoid foreclosures 

CAUSES FOR DEFAULTS NOT DETERMINED 

Although lndlcatrons of a high default rate became ap- 
parent in the lnltlal phase of the section 235 program, HUD 
did not analyze avallable data to identify possible ways of 
reducing defaults. Such an analysis could serve as a basis 
for developing crlterla and guidelines for screening and 
counseling loan applicants to mlnlmlze defaults In the fu- 
ture. The analysis should include all pertinent data com- 
piled by HUD on the sectlon 235 program, supplemented by 
other lnformatlon obtained through such means as lntervlews 
with mortgagors and mortgagees. 

Information avallable to HUD Includes, for example, 
data on (1) family characterlstlcs of mortgagors, such as 
incomes, ages, and sizes of famllles, (23 types of proper- 
ties insured, and (3) reported reasons for defaults HUD 
requires mortgagees to obtain lnformatlon on famllles de- 
faulting and to list various reasons for the defaults, such 
as curtailment of incomes, excessive obllgatlons, distant 
employment, or unsatisfactory condltlons of the properties. 

HUD generally has no direct. contact with families ap- 
plying for assistance under the section 235 program and 
relies primarily on mortgagees to screen applicants. How- 
ever, In January 1972, HUD lnltlated a counseling program 
for applicants in 15 of its field offlces and planned to 
expand the program to other field offices later. 

43 



POTENTIAL FOR LOSSES ON 
ACQUIRED SECTION 235 PROPERTIES 

As of June 30, 1972, HUD had incurred an average loss 
of $3,835 per property to manage and dispose of acquired 
section 235 properties and a total loss of about $15.2 mil- 
lion. Data provided by HUDDs actuaries indicates that the 
average loss will be even higher in the future. However, 
if the average loss remained the same and if the default rate 
reached 10 percent on the 1.4 million properties to be in- 
sured through fiscal year 1978, HUD would incur a loss of 
about $532 million. 

USDA ANTICIPATION OF SUBSTANTIAL INCREASE 
IN SECTION 502 MORTGAGE DEFAULTS 

USDA officials expected that the default rate of sec- 
tion 502 mortgage loans would increase because of increased 
program activity. Housing loans tripled from $500 million 
in fiscal year 1969 to $1 5 billion in fiscal year 1971. 
USDA has handled this increased activity with little or no 
increase in staff, which has impaired the ability of county 
supervisors to screen applicants and to effectively admln- 
ister the program Because of this sltuatlon, USDA offl- 
clals expected that the default rate would increase substan- 
tlally 

As of January 1, 1969, USDA had acquired only 251 prop- 
erties during the first 19 years of the basic section 502 
program, in the next 3 years, it acquired an additional 
1,250 properties 

The number of loan transfers IS also increasing USDA 
often transfers a loan in default to another eligible family 
rather than foreclose it. Although records at USDA head- 
quarters did not distinguish between loan transfers made to 
avoid foreclosures and other loan transfers, only 1,911 
loan transfers were made by assumption agreement during the 
first 19 years of the program whereas 1,351 loan transfers 
were made in the next 3 years, We were unable to obtain 
any nationwide information on default experience under the 
interest credit portion of the program, 
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AGENCY COMMENTS AND OUR EVALUATION 

HUD, in commenting on the rate of antlclpated defaults 
under the sectlon 235 program, stated that a comparison 
(as of December 1971) of defaulted mortgages with insurance 
written at the field offices where we made our tests showed 
a significant decrease in defaulted mortgages This rate, 
calculated by HUD, ranged from less than 1 percent to 
12 4 percent, We believe that a comparison of total mort- 
gage defaults with total insurance written understates the 
foreclosure rate because mortgages most recently insured 
are less likely to default and be foreclosed than mortgages 
outstanding for a number of years The understatement would 
be particularly significant in the early stages of a rapidly 
expanding program, such as the sectlon 235 program which 
grew from about 8,000 Insured mortgages in 1968 to about 
138,000 insured mortgages In 1971 

HUD informed us that it had established a continuous 
review of the reasons for defaults In the section 235 pro- 
gram. USDA stated that existing regulations provide for a 
case-by-case evaluation of the dellnquencles and the rea- 
sons for them. However, our review lndrcated that both HUD 
and USDA procedures were not adequate to obtain a useful 
analysis of all significant factors related to defaults 
The reasons for defaults, as shown on the mortgagees' appll- 
cations for insurance claims from HUD and as categorized by 
USDA, are generally only the apparent after-the-fact rea- 
sons- -curtaIlment of incomes, excessive obllgatlons, divor- 
ces, and deaths-- and do not enable HUD or USDA to ldentlfy 
In advance those applicants who have a high potential to 
default unless supplemented by further in-depth analyses of 
the characteristics of defaulting mortgagors and the prop- 
erties on which the defaults occur. 

RECOMMENDATIONS 

We recommend that, to improve program effectiveness 
and reduce costs, the Secretaries of HUD and Agriculture 
require In-depth studies to determine the major reasons for 
defaults and what can be done to minimize foreclosures. In 
addition, we recommend that such studies be used as a basis 
for developing guidelines for screening and counseling pro- 
gram applicants. 

45 



CHAPThR 6 -- 

METHOD OF FINANCING 

The Government could substantially save lf the sectlons 
235 and 502 housing loans were financed directly by the 
Government rather than by private lenders. This 1s possible 
because of the lower annual interest rate at which the 
Government could borrow money, compared with the interest 
rates in the private mortgage money market 

We estimate that savings on the section 235 program 
could amount to $1 bllllon. The savings possible on the 
section 502 program and on certain other loan programs were 
discussed In a previous GAO rep0rt.l In that report we 
stated that the Congress may wrsh to amend the leglslatlon 
governing these loan programs to enable USDA financing 
through Treasury borrowings rather than through sale of 
borrower’s loan notes. 

OPPORTUNITY TO REDUCE 
SECTION 235 PROGRAM COSTS 

HUD-approved lendlng lnstltutlons make loans to pur- 
chasers of houses under the section 235 program, and HUD 
Insures that the loans will be repaid The purchaser 1s 
required to pay at least 20 percent of his adjusted income 
toward the monthly payment for principal, Interest, taxes, 
insurance, and mortgage insurance premiums. HUD pays the 
balance of the required monthly payment, but this subsidy 
shall not reduce the purchaser’s obllgatlon below the amount 
required If the mortgage bore interest at the rate of 1 per- 
cent. 

The amount of assistance payments therefore depends on 
the mortgage interest rate For example, the maximum annual 
assistance payment for an $18,000, 30-year, 8-percent mort- 
gage would be about $979, whereas the maximum annual 

‘Report to the Congress, “Leg~slatlon Recommended to Reduce 
Losses of Two Insured Funds of the Farmers Home Admlnlstra- 
t ion” (B-114873, July 20, 1971). 
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assistance would be about $831 If the mortgage had a 7-per- 
cent Interest rate. 

If the subsldlzed loans nade under the sectlon 235 
program uiere financed with Treasury borrowings rather than 
by private lenders, the Government could take advantage of 
~.ts ablllty to borrow funds at lower Interest rates than 
those charged by private lenders. Data complled by the 
Federal National Mortgage Assoclatlon shows that the interest 
yield on home mortgage loans insured by HUD was 7 62 percent 
in August 1972. The Interest yield on a recent issuance of 
long-term Treasury bonds ($2.3 bllllon, Aug. 15, 1972) was 
6.5 percent. 

On the basis of informatIon In the President’s “Second 
Annual Report on Natlonal HousIng Goals,” dated April 1970, 
we calculated that loans for new and rehabllltated houses 
planned to be provided under the sectlon 235 program during 
fiscal years 1973 through 1978 will amount to about $19 7 bll- 
1 ion If these loans were made with Treasury borrowings and 
If the purchasers received assistance payments for an average 
of 13 years, the present value of the savings to the Govern- 
ment would amount to approximately $1 bllllon.’ 

We used the present-value method to estimate savings 
because we belleve this 1s the most appropriate method of 
estimating long-range costs Under the present-value method, 
the current values of fund flows over a speclflc period of 
time are calculated by use of a discount rate. The dlscount- 
lng of future costs makes them comparable to present costs, 
I.e., to the present value of costs. The 6.5-percent yield 
on a recent issuance of long-term Government bonds in August 
19 72 was used as the discount rate. 

Our estimate consldered (1) Federal tax revenues on 
Income to investors in Government securltles, (2) costs 

‘This estimate was based on the 1.05 mllllon new and substan- 
tlally rehabilitated houses planned to be provided under the 
section 235 program during fiscal years 1973 through 1978. 
We could not estimate savings on loans for exlstlng houses 
because under the section 235 program HUD had not forecast 
the units planned for financing. 
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incurred by the Government under the "tandem plan"--a plan 
under which the Government Natlonal Mortgage Assoclatlon 
and the Federal Natlonal Mortgage Assoclatlon provide Joint 
flnanclal assistance In financing sectlon 235 mortgages-- 
and (3) costs of servlclng mortgage loans under a Government 
direct loan program. 

LOAN PROCESSING AND SERVICING 

Under HUD's mortgage loan insurance programs, private 
lending lnstltutlons process the loan appllcatlons and serv- 
ice mortgage loans. Our lnqulrles lndlcated that most 
private lending lnstltutlons involved in the sectlon 235 
program would be wllllng to process loan appllcatlons and 
service mortgage loans for loans financed through Treasury 
borrowings for the same fees that they presently receive for 
these services. 

Private lending lnstrtutlons generally require fees of 
at least 1 percent of the mortgage loan amounts to cover 
costs of processing mortgage loans, After the loans are 
made, the lending lnstltutlons service the loans, which 
includes accounting for receipts and payments of real estate 
taxes and Insurance. 

The lending lnstltutlons that make the original loans 
sometimes sell the mortgage loans to other investors but 
continue to service the loans. When this 1s done, the pur- 
chasers of the mortgage loans generally pay annual fees of 
three-eighths of 1 percent of the unpaid principals for 
these servzces Also, the lendIng lnstltutlons are required 
to do other special loan servlclng, including monthly cal- 
culations of assistance payments due from HUD, for which 
they are paid a monthly fee of $3.50 for each section 235 
mortgage loan held. 

The president of the Mortgage Bankers Assoclatlon of 
America and the vice president-controller of the Government 
National Mortgage Assoclatlon advised us that most lending 
institutions involved in the section 235 program sold the 
mortgage loans to other investors and that, In their oplnlon, 
the lending lnstltutlons maklng the original loans were 
Interested prlmarlly In the mortgage loan processing and 
servicing fees. They concluded that most lending lnstltu- 
tlons involved in the section 235 program would be wllllng 
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to process and service the mortgage loans for a federally 
financed loan program for the same fee that they presently 
receive for these services. 

CONCLUSIONS 

Costs of the section 235 program could be substantially 
reduced If HUD were authorized to make loans to eligible 
famllles with Treasury borrowings. The savings could be 
realized without slgnlflcantly dlsruptlng the relatlonshlp 
between HUD and the lending lnstltutlons. 

We recognize that cost IS not the only factor to con- 
slder In determining which method of financing IS most ap- 
propriate for a particular program However, we believe 
that the Congress should be made aware of the costs that 
could be saved as a result of an alternative method of fl- 
nanclng the section 235 program. 

AGENCY COMMENTS AND OUR EVALUATION 

HUD, the Department of the Treasury, and the Office of 
Management and Budget COMB), although recognlzlng that the 
Treasury could borrow at lower Interest rates than available 
in the private mortgage money market, made certain observa- 
tions on behalf of the present method of financing. Their 
comments are presented In appendixes III, IV, and V and are 
summarized below. 

HUD 

HUD suggested that direct Federal flnanclng of section 
235 loans might increase the interest cost of Government 
borrowings. However, a Treasury offlclal advised us that 
the Increase In Treasury borrowings would not appreciably 
increase the cost of Government borrowings. 

HUD stated that the cost of direct Federal financing 
might equal or exceed the cost under the present method 
because of the need for refinancing the public debt. Our 
estimate of savings 1s based on the assumption that funds 
would be obtained through long-term Treasury borrowings, 
therefore, reflnanclng should not be necessary. 
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HUD stated that substantaal staff Increases would be 
required to process loan appllcatlons and to establish and 
malntaln accounting records and reports. Our review lndl- 
cated that most mortgagees Involved in the section 235 
program would be wllllng to perform these services for HUD 
at no increase In cost over the present method. In these 
circumstances, substantial staff increases would not be 
needed. 

HUD commented on the fact that direct Federal flnanclng 
of the section 235 program would result In a larger Federal 
budget and Increased cash flow from the Treasury. HUD estl- 
mated the amount to be about. $3.5 bllllon for fiscal year 
1973. We agree that the budget for the section 235 program 
would have to be increased and that direct Federal flnanclng 
would lnltlally increase cash flows from the Treasury. How- 
ever, this would be true only during the early years because 
loans would be repaid together with Interest In later years. 
Because of the more favorable interest rates for Government 
borrowing, the direct loan method could reduce costs to the 
Government without lncreaslng costs to the purchasers. 

Treasury 

Treasury agreed that the present-value method was ap- 
propriate for this analysis but stated that enactment of 
leglslatlon proposed by It in December 1971, which would 
create a Federal bank to finance Government loan guarantee 
programs, would substantially achieve the Ob-Jectlve of our 
proposal. The Congress did not enact this leglslatlon. 

OMB 

OMB, like HUD, commented on the fact that direct Federal 
flnanclng of the section 235 program would require a larger 
Federal budget. In addltlon, OMB expressed the view that the 
Government should not seek a major role as a direct lender 
when the private economy can perform this function effec- 
tively. We believe that this 1s a policy question to be 
considered by the Congress In determining whether to approve 
direct Federal flnanclng of the section 235 program. 
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MATTERS FOR CONSIDERATION BY THE CONGRESS 

Because of the potential Interest savings, we recommend 
that the Congress consider leglslatlon which would permit 
sectxon 235 loans to be financed by the Government rather 
than by private lenders. We have previously recommended 
that the Congress consider amendlng the leglslatlon pertaln- 
lng to the sectlon 502 program to require direct Federal 
financing. 
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CHAPTER 7 

HUD AND USDA INTERNAL AUDIT REVIEWS 

OF HOMEOWNFRSHIP ASSISTANCE PROGR@S 

OIG and HUD's Office of Audit have revlewed several 
important aspects of the admlnlstratlon of the sections 235 
and 502 programs. Their audit reports, Issued In fiscal 
years 1971 and 1972, polnted out slgnlflcant weaknesses and 
the need for improvements. 

HUD's and USDA's Internal audit findings on physical 
defects of housing provided under the programs are presented 
in chapter 3 Certain other aspects of program admlnastra- 
tlon and the corrective actions taken or planned by HUD and 
USDA In response to their auditors' recommendations are sum- 
marized in this chapter. We are brlnglng these matters to 
the attention of the Congress because they indicate that the 
departments are cognizant of maJor problems in the programs 
and are seeking ways to overcome these problems. 

HUD AUDIT FINDINGS 

HUD's Office of Audit reported In December 1971 that 
under the section 235 program (1) a number of families re- 
celved assistance to which they were not entitled because 
procedures to insure their ellglblllty for assistance were 
inadequate and (2) actions In response to mortgagors' com- 
plannts were deflclent and showed a need for greater emphasis 
on consumer protection. 

Ellglbllxty of famllles for assistance 

HUD reined on the mortgagees to determlne the annual 
incomes of famllles and to calculate the amounts of asslst- 
ante famllzes would receive. However, HUD's Office of Audit 
found that 

1, HUD's guldellnes for determlnlng family incomes by 
mortgagees were Inadequate. 

2. Field offices were not required to make test reviews 
of mortgagees' operations but anstead relied on the 
Office of Audit's reviews to determine whether 
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mortgagees were complylng with applicable regulations 
and requirements. 

3 Mortgagees were not required to verify reported fam- 
11y incomes used to determine ellglblllty for asslst- 
ante. 

4. HUD did not maintain records of the amount of assist- 
ance provided to each family. 

5 Mortgagees were not required to verify either family 
size or family assets, both of which are used In 
determlnlng ellglblllty for and amount of assistance. 

Handling of mortgagors' complaints 

HUD's Office of Audit reported that the pollc3es and 
procedures for handling mortgagors' complaints about the 
condltlons of exlstlng houslng were deficient and that, al- 
though the prescribed procedures on new housing were generally 
adequate, field offices needed to better implement them. 
The auditors found that many legltlmate complaints made by 
buyers of exlstlng housing were not resolved promptly, if 
at all. 

HUD's OffIce of Audit concluded that consumer protection 
should be emphasized more and made several suggestions for 
accompllshlng this. 

--Provide the buyer of an existing house with a list 
of all repalrs and improvements HUD requires the 
seller to make. 

--Provide for standard sales contracts and settlement 
forms. 

--Provide the buyer with a brochure contalnlng lnforma- 
tlon on such matters as homeownershlp costs, problems, 
and responslbl1ltle.s; routine maintenance require- 
ments, and procedures for filing complaints with HUD. 

--Inform the buyer of HUD's llmlted responslblllty for 
the condltlon of the house. 
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--Consider alternatlves to the present counseling pro- 
gram, such as lncludlng fees In mortgage amounts to 
compensate appropriate organlzatlons for counseling 
and asslstlng unsophlstlcated buyers, 

Corrective actions taken and planned 

HUD has issued revised procedures requlrlng the annual, 
rather than biannual, recertlflcatlon of a purchaser’s occu- 
pancy 9 employment, income) and family composltlon. These 
procedures require the homeowner to lmmedlately report slg- 
nlflcant changes In status and provide for suspension, rather 
than term] nation, of assistance payments to a family whose 
income rises above the prescribed limits. 

For better consumer protection, HUD took, or planned 
to take, a number of actions, lncludlng, 

--Improving procedures for more effectively handling 
mortgagors ’ complaints on exlstlng housing. 

--Revlslng lnstructlons to require that purchasers be 
informed of HUD’s llmlted responslbllltles for lnsur- 
lng the propertles Involved and of all repalrs and/or 
improvements which HUD requires the sellers to make 
as a precondltlon to issuance of mortgage Insurance. 

--Developing standard sales contracts and settlement 
forms 

--Developing a “HomeownershIp Preparedness” booklet 
dealing wath money management, property purchase 
procedures p property care and maintenance, and other 
pertinent subJects. 

--Planning a public education campaign through the 
news media to provide consumers with lnformatlon 
on homeownershlp problems and responslbllltles 

--Inltlatlng a counseling program in 15 field offlces 
using authorized organlzatlons to provide counseling 
to certain famllles. 



USDA AUDIT FINDINGS 

In August 1971 OIG commented on the need for (1) organi- 
zational changes in rural housing programs, (2) more techni- 
cally trained staff, (3) strengthened guidelines covering 
ellglblllty requirements, and (4) certain other program im- 
provements. 

Need for organlzatlonal changes 

OIG reported that the organization of FHA did not pro- 
vide an effective system for routinely rnformlng USDA head- 
quarters of FHA field offices’ compliance with policy dl- 
rectives, adherence to procedures, and accomplishment of 
program objectives. As a result, USDA headquarters was 
neither exercising effective control over State and county 
offlce operations nor receiving adequate feedback on program 
administration and accomplishments. 

OIG noted that the FHA Administrator supervised 42 State 
directors in addition to his immediate staff and that the 
Administrator’s staff advised the State directors and their 
staffs but did not exercise line authority over State and 
county offlce operations. OIG concluded that, considering 
the nature and extent of program lrregularitles uncovered 
by its audits, FHA should be reorganized to provide effec- 
tive line authority over State and county office operations 
and should adopt a system of controls to routinely provide 
the Administrator and his staff with current and reliable 
information on field operations 

Also, OIG reported that USDA headquarters was not ade- 
quately monitoring field operations nor receiving adequate 
information on field operations through existing reporting 
procedures. It recommended that USDA develop and use a 
system of review of program operations from which it could 
obtain qualitative data to evaluate the accomplishment of 
program obJ ectives. 

Need for more technically trained staff 

OIG reported that USDA needed more engineers, archi- 
tects, sanitarians, community planners, and construction 
specialists to provide the technical skills required for 
effective administration of the housing program. OIG found 



an Imbalance between the areas of expertise of the present 
staff and the fundlng levels of the programs 

OIG concluded that, on the basis of the funding of the 
loan programs, the number and technlcal capabllltles of the 
professional staff, and the nature and extent of deflclencles 
disclosed by Its audit and lnvestlgatlons, USDA should expand 
Its staff both In numbers and technical capabllltles, to 
strengthen program admlnlstratlon. 

OIG also proposed adopting a career development plan 
for employees and initiating an Intensified, continuous 
training curriculum provided by staff speclallsts. 

Ellglblllty of families for assistance 

OIG noted that in some areas the housing needs of lower 
income rural families were not being adequately served while 
middle-income families were receiving loans in conflict with 
program ObJectives and legislative intent. 

OIG found that 1,424 of about 10,270 loans examined, or 
nearly 14 percent, either were made to lnellglble borrowers 
or were made on houses in or near urban centers which ex- 
ceeded the population limitations and/or other ellglblllty 
criteria. OIG reported that USDA needed to strengthen gulde- 
lines and lnstructlons covering ellglblllty requirements. 

Subdlvlslon planning and development 

OIG reported that USDA should strengthen Its guldellnes 
and lnstructlons on planning and developing subdlvlslons 
financed with rural housing loans. MaJor problems found by 
OIG In the USDA-financed subdivisions were* 

1. Some subdlvlslons were close to urban areas. 

2. Water supply systems failed to comply with State 
regulations and/or failed to meet mlnlmum standards 
recommended by the State departments of health and 
the U.S. Public Health Service. 

3. Indlvldual septic and/or community sewage disposal 
systems were inadequate in size, design, or treatment 
facilities. 
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4. Road development was Inadequate 

On the basis of its fIndIngs, OIG concluded that USDA 
was maklng rural houslng loans in nonrural areas and was 
flnanclng subdlvlslons with the potential to develop serious 
health hazards. 

Corrective actlons taken and planned 

USDA has reorganized the FHA headquarters to accomplish 
the major ObJective of the OIG recommendations, 1 e , to pro- 
vide FHA headquarters with more effective authority and con- 
trol over State and county office operations. Also, USDA 
has taken a number of actions to Increase monltorlng of 
State and county offlce operations and to provide headquarters 
with the feedback necessary to adequately administer the 
houslng programs. 

A USDA official stated that budget constraints limit 
the extent to which USDA 1s able to expand its field offices' 
technlcal staffs; however, as noted on page 31, some State 
and county offlces have hired or plan to hire addltlonal 
technical staff. In addltlon, USDA has tried, through In- 
creased and better training programs, to more effectively 
use Its present staffs. 

USDA, In November 1972, was issuing lnstructlons on sub- 
dlvlslon planning and development. The lnstructlons will 
include design and construction standards for water and 
sewage systems, street improvements, and storm drainage and 
will require prior approval of proposed subdlvlslons by the 
State and/or headquarters office under certain circumstances. 



APPENDIX I 

HUD ESTIMATES OF HOUSING NEEDS AND UNITS PRDVIDED 

UNDER THE SECTIONS 235 AND 236 PROGRAMS 

AUGUST 1968 THROUGH DECEMBER 1971 

State 

Northeast 
con~~ctlcut 

Massachusetts 
NW Hampshire 
New Jersey 
New York 
Pennsylvania 
Rhode Island 
Yermont 

Total 

South 
Alabama 
Arkansas 
Delaware 
Distrfct of Columbia 
Florrda 
Georgia 
Kentucky 
Loutslana 
Meryland 
Mlsslssippi 
North Carolfna 
Oklahoma 
South Carolina 
Tennessee 
Texas 
Virginia 
West Yirgfnfa 

Tote1 

Morth Central 
Illbois 
Indiana 
Iowa 
Kansas 
Mfchigan 
#i rmesota 
Missouri 
Nebraska 
M&h Dakota 
Dhio 
Sauth Dakota 
XlSOOtlSlfl 

Total 

west 
Alaska 
Arizona 
Celifornla 
Colorado 

!%:' 

~zr 
New Flewco 

FL% 
Mashington 
Wyomlag 

Total 

U S total 

Total 
population 

rankinq 

21 

i72 
41 

9 

:i 
20 

:i 

:: 
26 
17 

4 

ii 

5 

2 
28 

7 

if 
35 
46 

4: 
16 

Estimates of 

Ak 
needs note a) 
-- 

9,915 
3,480 

2; 2;; 

25:980 
110,770 

39,440 
3,590 
1,205 

222,385 

11.170 
5,345 
1.405 

11,850 

:x3! 
6:955 

10,985 
8,010 
4.960 

13,130 
7,785 
6,980 

10,955 
33,025 

8,280 
3,835 

182,865 

44,935 
14,130 

5.060 
6,865 

20,680 
8,625 

13,770 
4,065 
1,635 

3:,:;; 

13:725 

171,160 

1,095 
6.860 

72,285 
6,760 
2,685 

a *% 
1:175 
2,895 
6,686 
2,860 

10.929 
850 

117,500 

p&910 

Housing umts provided 
Total Section 235 Section 236 

Units Rank e m Units Rank -- -- 

7,512 
1,257 
9,957 
2,097 
4,815 

17.855 
11,750 

1,528 
577 

51,348 

9,653 
5,504 

382 
2,809 

25,925 
la.970 

8,712 
38,083 

6,948 
8,130 
8,145 

10,759 
13,924 
13,308 
45,265 

8,895 
1,261 

206,672 

18,798 
15,102 

7,566 
4,437 

26,934 
5,762 
6,772 
4,215 

768 
25.99: 

7:562 

124,346 

692 
6.650 

41,172 

~2~: 
: 16":; 

41708 
4,283 
5,817 
4,764 

14,130 
670 

96,487 

&i&&53 

609 
502 

2,279 
824 

2,460 
2,633 
3,700 

439 
245 

13,691 

8,346 
4,181 

229 
599 

18.301 
13,841 

6,333 
14,551 

790 
6,918 
5,098 
6,840 

11,407 
10,847 
25,456 

2,414 
599 

135,750 

10,813 
5,686 
4,740 
2,242 

13,830 
2,017 
3,775 
2,960 

442 
9,651 

914 
5,400 

62,470 

4,:: 
18,111 

5,687 
1.058 
1,361 

3.:: 
3,380 
4,341 
4,565 
9,839 

48a 

58,379 

g&&g 

6,903 
755 

7.678 
1,273 
2,355 
9,222 
8,050 
1,089 

332 

37, 657 

1,307 
1.323 

153 
2,209 
7,624 
5,129 
3,379 
3,532 
6,158 
1,212 
3,047 
3,919 
2,517 
2,461 

19.809 
6.481 

662 

70,922 

7,985 
9.416 
2,826 
2,195 

13,104 
3,745 
2,997 
1,255 

326 
13,348 

2,517 
2,162 

61,876 

412 
2,189 

23,061 
2,695 

696 
484 
622 
898 
903 

1,476 
199 

4,291 
182 

38,108 

208,563 

aThese estimates based on data furnlshed by HUD headquarters, ww%Sent the needs for units which could be 501d 
in a 3-year period 



APPENDIX II 

HOUSING PROVIDED UNDER USDA'S SECTION 502 PROGRAM 

AUGUST 1968 THROUGH DECEMBER 1971 

population lotal 
Units Rank 

Northeast 
Connecticut 
Maine 
Massachusetts 
New Hampshire 
New Jersey 
New York 
Pennsylvania 
Rhode Island 
Vermont 

675 
5,175 

552 
1,157 
2,970 
6,185 
4,101 

194 
2,032 

Total 23,041 

South 
Alabama 
Arkansas 
Delaware 
Dlstnct of Columbia 
Florida 
Georgia 
Kentucky 
Louisfana 
Maryland 
Mlsslsslppl 
North Carolina 
Oklahoma 
South Carolina 
Tennessee 
Texas 
Virginia 
West Vlrglnia 

12,288 
12,837 

720 

Total 

4,042 
11,243 

7,729 
4,112 
2,608 

15,616 
15,956 

7,427 
14,318 
10,544 
13,357 

8,248 
4 911 - 

145,952 

North Central 
Illinois 
Indiana 
Iowa 
Kansas 
Mlchlgan 
Minnesota 
Missouri 
Nebraska 
North Dakota 
Ohio 
South Dakota 
Wisconsin 

4,949 
7,701 
5,316 
2,879 
6,748 
3,569 

10,170 
2,056 
2,357 
5,924 
1,766 
6,404 

Total 59,839 

West 
Alaska 
Arizona 
California 
Colorado 
Hawaii 
Idaho 
Montana 
Nevada 
New Mexico 
Oregon 
Utah 
Washington 
Wyoming 

45 
37 
10 

28" 
39 

i: 
42 

:: 

:; 

284 
3 550 
3,767 
1.485 

941 
3,275 

600 
219 

1,183 
1,950 
1,920 
3,815 
1,130 

Total 24,119 

U S total 252.951 

Rural 
Housing units provided 

Interest credit 

aIncludes housing units provided in July 1968 

program 
Units &Ii& 

160 
2,185 

290 
533 
393 

1,198 
695 

5:: 

515 
2,990 

262 
624 

2,577 
4,987 
3,406 

118 
1,502 

6,060 16,981 

4,719 
5,302 

211 

7,569 
7,535 

509 

1,669 
3,948 
1,782 
1,153 

378 
5,849 
4,918 
1,500 
7,974 
2,613 
3,790 
2,630 

677 

2,373 
7,295 
5,947 
2,959 
2,230 
9,767 

11,038 
5,927 
6,344 
7,931 
9,567 
5,618 
4,234 

49,109 96,843 

599 
1,883 

687 
538 

1,553 
547 

3,758 
342 
761 

1,358 
327 

1,478 

4,350 
5,818 
5,629 
2,341 
5,195 
3,022 
6,412 
1,714 
1,596 
4,566 
1,439 
1.926 

46,008 

1 7:: 
2,463 

391 
242 

1,158 
130 

3:: 
1,031 

446 
1,235 

224 

252 
1,799 
1 304 
l,D94 

699 
2,717 

470 
151 
875 
919 

1,474 
2,580 

906 

9,479 14,640 

m 174,472 

Other loans 
(note a) 

Units Rank 



APPENDIX I I I 

PHOTOGRAPHS SHOWING EXAMPLES OF DEFECTS 
IN HOUSES PROVIDED BY HUD AND USDA 

UNDER THE SECTION 235 AND 502 PROGRAMS 

DEFECTS IN EXISTING HOUSES PROVIDED BY HUD 

Unsafe fuse box, wrth exposed mrtng located m k&hen 
Seattje Washrngton 

Inoperable bathroom smk blocking a portlon of wmdow 
Seattle, Washnqton 
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APPENDIX Ill 

DEFECTS IN EXISTING HOUSES PROVIDED BY USDA 

Uncovered area between first floor and basement with ex 

posed electrlcal wmng Chehalls Washmgton 

Safety hazard dllapldated and rottmg steps McCleary, 
Washmgton 

Dllapldated porch lack of gutters and warped door Safety hazard substandard electrlcal fixture Roof leakmg 
Montesano Washlngton around chimney McCleary, Washmgton 
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APPENDIX I II 

DEFECTS IN NEW HOUSES PROVIDED BY HUD 

Improper gradmg resulted In water drammg mto crawl 
space at time of inspection 6 inches of water were under 
this house Lynwood, Washmgton 

Fire hazard-openmg in closet celhng around flue should 
have been ftreproofed Colorado Springs, Colorado 

Structural defect-large crack in front of house caused Interior floormg of house shown In photograph to the 
by Improper foundation Mesquite, Texas left Mesquite, Texas 
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APPENDIX IV 

DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT 

FEDERAL HOUSING ADMINISTRATION 

WASHINGTON, D C 20411 

JUL 17 1972 
ASSISTANT SECRETARY-COMMISSIONER 

Mr. 73. E. Bxrkle 
Associate Dlrector 
Unxted States General Accountxng Offxe 
Washxngton, D. C. 20548 

Dear Mr. Bxrkle: 

In responding to your letter of April 27, 1972, transmttlng to the 
Secretary copres of your draft report on Vpportul?Lt3-es to Improve 
Effectsveness and Reduce Costs of Homeownerstip Assxstance Programstl, 
I wash to express our gratitude for the time and constructrve atten- 
tlon that your staff has given to the dLffxcult and Important 
SubJect. Cormlent IFS offered below tinth partxular reference to the 
speclfzc recommendations that have been tentatxvely stated. 

Recommendatxon 1. - 
and the Secretary of USDA provide a more equitable tistrxbutxon of 
program resources. 

On October 13, 1971, ln testimony before the Legal and Monetary 
Affairs SubcommLttee of the Comrrnttee on Government Operations, House 
of Representatxves, I stated that, as wxth all the annual housing 
subsidy authorxzatxons, Section 235 allocations are deterrrmned by a 
formula which contaxns four parts as follows: 

1. J which LS measured In terms of comparable dwelling 
umts started m sxx~lar programs xn the varxous Jurlstictlons 
during the past year. 

2. Need for subsldzzed housing, &ch 1s measured Ln terms of house- 
has hnthln each jurxsdxtlon and etigLble for assxstance xn the 
program. Current needs are estxnated by HUD m the Central Offxe 
by updating 1960 census data. Thus series on needs reflects m 
annual terms the lo-year goal of eti.mLnatxng substandard housLng 
and LS grven double wesghtlng m the calculatLon of the cotnposlte 
percentages. 

3. which are estrmated by HUD fxeld 
offxe directors of the number of urn-& that the xndustry will 
start durxng the next calendar yeax wxthxn each Jurrsdxctxon. 
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4. Market for adtitxonal subsxdx.zed housxng, whxh 
1s based upon HUD field offxce dlareci,orsl estxmates of the maxxmum 
number of addxtLor&. uxnts that would be occup-Led by ellgrble 
famxlxes wxthxn a comxtg 12-month period lf there were no lxmLta- 
txons on the number of addxtxonal unxts to be made avaxlable. 

Steed and market-absorptxon potential are wexghted heavily (60%/40%) 
In relation to past axd proJected starts. The fxgures which the Central 
Office arrxve at are renewed at the Regronal and FLeld Offxce levels and 
returned to the Central Office for final adJustment before allocatxons 
are made. Moreover, ProJect Selection Crxterxa, whxch govern dxstrlbuixon 
of contract authority at the field offxe level m the Interest of equal 
opportumty ~~11 weigh heavxly m deterrmrung the need for subsstized 
houslng Ln any partxular area Ln the future. 

We do agree that the fxeld offxes should take a more active role, 
workxng wxth State and local governments, m determLrung areas of greatest 
need for subsl-tiaed housxng, and that prLorlty should be given to the 
development of these areas. Your report refers to the hxgh need for low 
and moderate income housing xn the northeast and the apparent shortage of 
housxng to meet thus need. It should be realized that contrxbutang to 
thus housxng shortage are statutory mortgage lxnxtatlons, restrxctive 
Lncome tints, xncreasxng land costs and taxes and the conservatxve 
attitudes of some bankxng xnstLtutLons. Passage of the proposed Housing 
and Sxrpltixcatxon Act, whxh would perrmt the Secretary to adrrnlustrat~vely 
determxne mortgage lxmrts and xncome l~mxts, would Improve thxs sxtuatxon. 

We agree an theory wxth this recommend&&on. However, the problems 
of fact flndxng and Judgment necessary to dxstlngursh between xnitxil 
construction defects and poor maxntenance are indeed dxffxult and tzme- 
consurmng as has been amply demonstrated by the Section 518(b) clams 
beLng processed. Thus, wxthout proper staffmng, the rexnspectxon of 
houses tJlChxn a year after purchase would add another burden and further 
deterxorate our servxe. Inasmuch as our budget wnll not cover the 
adtitxon of staff for this purpose, our only hope of accompllshxng this 
work, If Lt were requxred 111 the near future, would be by use of private 
fee 3.nspectors. 

We are prepa;rlng consumer xnformatlon that hnll fully explan what 
recourse the mortgagor has xn haang legztrmate repass made, and the 
channels he must use to secme such repairs. 
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RecommendatlonA. - The report recommends that the Secretarxes of HUD and 
8!$$ requJ..re their aE&cles to JoLntly deterrmne what amems optLons are 
woprlate for lnclus~on In houses being provLded In various areas of the -- 
Nation and to establish mortgag e 1LmLts that reflect the estimated cost of 
Eovzdmg houses wLth the appropriate options. 

We belleve current guLdellnes for determmng mortgage 1lmLts and 
amenltles are adequate. These, of course, Lnclude guldellnes issued 
after the period covered by your report. 

Circular HPMC-MA 4400.43 dated August 31, 1971, LLmLtatLons on 
UtllLzatlon of Basic Statutory I;LmLts for SectIon 235(%=37', states 
Ln reference to mortgage 1smLts and amenltles: 

"The moderate cost property developed under these procedures 1s 
not to be considered a prototype for actual houszng Ln the area. 
It LS rather to be a hypothetical property used to establish 
mortgage llmts. Wlttin these mortgage llmLts, builders are 
free to develop houslng mth whatever amemtles they feel 
necessary to meet the competatlve market.11 

Handbook HEY%FHA h&L.lA, 
Section 235, Paragraph 10 (Septe 
to establish mortgage llm-ts below the statutory mamums; and Circular 
KPMC &OOO.lO:, Issued February 2, 1972, proades for the adtitlon of 
certain features to the moderate-cost house used as a basxs for establish- 
Lng mortgage llmts. 

UC3 
On page 56 of the report, the statement 1s made that HUD's actuarsal 

staff has estimated an aggregate foreclosure rate of 25 percent for the 
Sectron 235 program. Thus estzmate was made prior to the development of 
any actuarial data on the SectIon 235 program. As I believe was ex- 
pmedto the auditors by the actuarial staff at that time, the estimate of 
25 percent was based upon the assumption that the program would sustaLn 
greater losses than Sectxon 221(d)(2) and IC Lncluded allowance for the 
possible occurrence of a mayor economc depression. SLnce that estxmate 
was made, actuarzal data on the 235 program have been received through 
calendar year 1971; the data sndicate that the program LS not sustalmng 
as heavy a foreclosure rate as the Section 221(d)(2) program and that the 
estrmate of 25 percent LS much too kblgh. The natzonal average for actual 
foreclosures (coqveyed titles and assignments later foreclosed) as of 
December 31, 1971, was 1.6 percent. In ad&tLon, a comparkson (as of 

lGA0 note This page number refers to our arat% ‘ie‘port. 
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December 31, 1971) of the offlees referred to xn your report xllustrates 
a sLgnx.fzcant decrease xn defaulted mortgages, as shown xn the table on 
thus page. 

The publxxty gxven the foreclosure rate and assocxated problems xn 
central-city areas of several metropolxtan areas do represent very real 
and very vexmg problems, but should not be allowed to distort our Lm- 
pressxon of the over-all experience In the low-cost subsidy programs. 

We have establzshed a procedure for a contxnuous revrew of the reasons 
for defaults In the Section 235 program. The reason for default 1s Ln- 
eluded by the mortgagee on the applxatxon for Lnsurance clarm. Our 
analysis of thus Ixformatlon ~~11 not only provide data on the reasons 
for default but sell assxst the Department in developxng an early-warrung 
system designed to cure defaults and avert foreclosure or assxgnment. 

Insurance 
Witxtten 

Percent of 

Columbxa 

Blrmmgham 

Atlanta 

Dallas 

San Antonzo 

Shreveport 

/LLxttle Rock 

3-3~5 
"6;m;' 

043 > 
ULLO 

(72) 
9284 

023 ) 
7734 

(128 > 
5927 

9ol! 
(21) 
270 
(9) 
592 

'$2 

';2 
(11) 
217 

03) 
161 

Denver 

Salt Lake Crty 

Seattle 

5691 
(206) 

53 
7438 

079) 

(G & 

(2; (4, 
922 12.4 

(36) (20.1) 

&/ Includes mortgages which were foreclosed by the mortgagee and txtle 
transferred to HUD, mortgages whxh were assxgned to HUD, and mort- 
gages which were Ln the process of foreclosure. 

g/ ( )'frgures expressed In GAO Report concerrung default experxence for 
mor%$ages Tnsured during perLod from January 1, 1969 through June 30, 1969. 

2/ Monthly default rates were not compxled for mortgage loans ensured prior 
to January 1, 1970. However, 6.1 percent of the 284 mortgage loans xn- 
sured durmg fxrst quarter of 1970 were foreclosed or in foreclosure. 
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to reqwre that the loans be fLnanced by borrows-ngs from the Treasury. 

Whether or not It ILS In the pubhe Interest for HUD to enter the mortgage- 
b&ng business LS a rather broad and basic questIon. If Lt LS to be further 
pursued, I assume that the Office of Management and Budget ~~11 coordinate 
recommendations from the Executzve Branch My response at the moment, therefore, 
1s merely to pass along to you some of the factors that we would belleve to 
reqrure careful consideration. 

Rnanclng the 235 mortgage out of Treasury borrowzngs, as proposed, at an 
interest rate of 5 62$, the government borrowLng rate, rather than the current 
7.62% private rate, could conceivably save money. Presumably, the subsidy 
would be pald In a smaller amount and for a shorter period. 

If tins plan were m effect, however, the demand for government borrow- 
lngs would Lncrease and the government cost of borromng mLght well Increase. 
Sunultaneously, the demand for market rate mortgages could be expected to 
decrease. Thus probably would be followed by a decline UI market Lnterest 
rates For H0D to finance Section 235 mortgages &rectly would revolve cash 
outlays for the entIre mortgage amount rather than for the monthly subsidy. 
The budgetary remrements would be greater m the short run to manta 
slrmlar productIan levels- 

ISee GAO note, p. 73.1 

In any event, the recommendation for fuzancrng Section 235 mortgages 
through the Treasury would repre a very substantial budget outlay annually 
For emle, the 1973 budgeted level of 198,000 uruts, multlpJled by an 
average mortgage amount, of $18,040, would requLre a cash flow from the 
Treasury of $3,571,920,000 ;Ln one fiscal year. In addhtlon to the Imtlal 
outlay, there would be an interest subsidy wlzuch would be less than 
the current subsziiy of approximately $76 .OO per month per 
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fatly umt insured under the program. Secondly, processing of applL.catlons 
(now handled by mortgagees for one percent placement fee paid by the buyer 
or seller under the 235 program), would have to be assumed by HUD, requzrlng 
either a substantial increase zn manpower or procoss1ng of appllcatLons on a 
contractual basis would require a fee. With government reflnanclng of the 
public debt, It LS entirely possible that this method of flnancI.,ng might 
result, over the long term, I-n costs equalxng or exceeding the present 
method of flnanclng home mortgages under the Section 235 program. 

[See GAO note, pa 73 ] 

The proposal does not snticate the Intended tax status of Treasury 
borromngs for this purpose. If such borromngs were to be on the basis 
of tax-exempt notes, the loss of revenue m the form of interest Lncome 
from the purchasers of the notes would be a factor for consrderatlon Ln 
deterrmmng the over-all cost of the loan program. 

It 1s further pointed out that accounting records would have to be 
establIshed and malntalned to show the status of mortgage loan balances. 
Monthly remttances from servicers coverLng the portzons of mortgage 
payments collected from mortgagors would have to be supported by de-L&s 
to show the computation of both the mortgagor's share and the subsidy 
payment for each mortgage. Thz rnformatlon would be necessary In order 
to make the transfer of the subsidy payment from the SectIon 235 Appro- 
prlatlon Account to the Treasury Borrowing Account. Substantial manpower 
would be requued to perform thLs work, 

[See GAO note, p. 73.1 

Thus proposal obviously 1s one hanng many rarmflcatlons and 
requlrlng very careful conslderatlon. We shall expect to study the 
matter further, Lf called upon to do so. 
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In conclusion, rt would appear that, wxth contznulng experience In 
subsxdzed szngle-faly housLng and ad&tlonal manpower especially x.n 
the field, a more refined method of dxstrxbutzon ~~11 evolve along wxth 
xmproved adrrznxkeatlon of the program. 

Sxxerely, 

GAO note Several statements In PI-IUD'S reply were dlscussed 
with HUD offlclals and, with thexr concurrence, 
have been deleted 
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FARMERS HOME ADMINISTRATION 

WASHINGTON B C 20250 

OFFICE OF THE ADMINISTRATOR 

t 
Mr Max Hirschhorn 
Deputy Director 
Resources and Economic Development Dlvlslon 
United States General Accounting Office 
Washrngton, D. C 20548 

JUL 3 1972 

Dear Mr Hlrschhorn: 

This 1s in response to your request for our comments on the draft GAO 
report on "Opportunltles to Improve Effectiveness and Reduce Costs of 
Homeownership Assistance Programs of HTJD and USDA." Our comments on the 
recommendations are: 

1 The allocation of rural housing funds made to states takes Into 
consideration factors such as number of rural homes, condition of homes, 
income of rural families, average cost of new homes, and hlstorlcal lending 
patterns Our evaluation 1s that we are distrlbutlng the funds to states 
1n accordance with need. Although no separate allocation 1s made for 
interest credit loans, the states ~~11 be instructed to channel at least 
50 percent of the allocation of rural housing sectlon 502 funds into 
houslng for low-income families 

2 Should the congressional appropriation permzt, we intend to put 
into effect a requirement that all houses be inspected during the eleventh 
month of the l-year warranty period to determzne whether any defects exist 
which may be covered by the warranty. 

3. Under law we can finance only homes for low- and moderate-income 
famllles that are modest m szze, design and cost. Our regulations provide 
that they ~111 include only those features that are customarily included 
in modest homes in the area financed by other lenders for moderate-income 
families This policy has produced adequate but modest homes for low-income 
families at reasonable costs. To specrfy, a list of optlons and established 
cost llmlts would complicate operations and not assure better performance. 
Since HUD and FmHA serve different markets, there would be little advantage 
to establlshrng Joint lists of options and mortgage limits. Where significant 
differences exist among counties wlthln a state, aamslnlstratlve action will 
be taken to secure uniformity 
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4 The Farmers Home Admlnlstratlon has a regulation, "Special Servlclng 
of Delinquent and Other Problem FHA Loans to Indlvlduals" (FHA InstructIon 460.1), 
which provides for a case-by-case evaluation of dellnquencles The borrower's 
flnanclal posltlon and the status of his loan account are analyzed and the 
reasons for delinquency determlned It has been found that they generally 
fall In the following categories economic condltlons, divorce, extended 
Illness, and death. Servicing actlon 1s on an individual case basis. We also 
intend to Increase our staff at the NatIonal. level so that we ~111 be able to 
give proper dlrectlon to and make appropriate studies of account and property 
servicing. 

5 The recommendations that a buyer of used housing has recourse to the 
seller to cover the cost of repalrlng defects that exist at the time of sale 
will be studled 

In view of the previous data submltted and our dlscusslon, there 1s need to 
update some of the mformatlon in the report This 1s particularly true of 
the references to the earlier OIG report. 

[See GAO note.] 

Sincerely, 

YeAMES V.‘SMITH 
Administrator 

Attachment 

GAO note Appropriate changes have been made In the final 
report to recognize the deleted matters. 
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OFFICE OF THE SECRETARY OF THE TREASURY 

WASHINGTON D C 20220 

June 7, 1972 

Dear Mr. McAuley 

This 1s In reply to your letter of April 28, 1972 
to Secretary Connally requesting comments on Chapter 6 
of your draft report, "Opportunltles to Improve 
Effectiveness and Reduce Costs of Homeownershlp Assistance 
Programs -- Department of HousIng and Urban Development 
and Department of Agriculture." 

Draft Chapter 6 concludes that costs to the Federal 
Government under the section 235 homeownershlp assistance 
program could be substantially reduced If HUD were 
authorized to make loans to ellglble famllles with 
funds borrowed by the Treasury, rather than the exlstlng 
method of flnanclng the program by Insured loans made 
by private lenders. The draft Chapter recommends that 
Congress consider amending the leglslatlon pertalnlng 
to the section 235 program to require that the loans be 
financed by borrowings from the Treasury. This conclusion 
and recommendation are essentially the same as those 
made In the July 20, 1971 GAO report to the Congress, 
"Leglslatlon Recommended to Reduce Losses of Two Insured 
Loan Funds of the Farmers Home Admlnlstratlon -- Department 
of Agriculture." 

With regard to technlcal aspects, draft Chapter 6 
does not contain sufflclent data to permit a detalled 
analysis. We belleve that the present value approach 
which the draft Chapter Indicates was used 1s approprzate 
for an analysis of this sort. Yet as Indicated below 
we questlon the appropriateness of the discount rate 
used In the analysis. 

The draft Chapter lndlcates that the calculations 
take Into conslderatlon "cost recoveries from Federal 
Income taxes," yet there 1s no lndlcatlon of how such 
recoveries were estimated. 
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[See GAO note,] 

In order to provide for coordinated and more efflclent 
flnanclng and thus to reduce the cost of Federal and 
Federally asslsted borrowing actlvltles, the Treasury 
In December 1971 proposed the "Federal Frnanclng Bank 
Act of 1971". Secretary Connally stated In his letter 
transmlttlng the draft bill to the Congress. 

Interest costs of the various Federal agency 
flnanclng methods normally exceed Treasury 
borrowing costs by substantial amounts, despite 
the fact that these Issues are backed by the 
Federal Government. Borrowing costs are increased 
because of the sheer prolzferatzon of competing 
Issues crowdang each other in the flnanclng 
calendar, the cumbersome nature of many of the 
securltles, and the lImIted markets In which 
they are sold. UnderwrItIng costs are often 
a slgnlflcant addItIona cost factor due to the 
method of marketing. 
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Under the proposed leglslatlon these 
essentially debt management problems could be 
shifted from the program agencies to the Federal 
Flnanclng Bank. Many of the obllgatlons which 
are now placed directly In the private market 
under numerous Federal programs would instead 
be financed by the Bank. The Bank in turn would 
issue its own securities. The Bank would have 
the necessary expertise, flexlblllty, volume, 
and marketing power to mlnlmlze financing costs 
and to assure an effective flow of credit for 
programs established by the Congress. 

The Federal Financing Bank Act (S. 3001), as ordered 
favorably reported with amendments by the Senate Banking 
Committee on June 1, 1972, would permit the f+nanclng of 
loan guarantee programs, lncludlng the section 235 program, 
through the Financing Bank. Yet the Senate BankIng Committee 
deleted language In section 7 of the Admlnlstratlon's 
proposal which would have permitted the Secretary of the 
Treasury to require guaranteed oblzgatlons to be financed 
through the Bank. We expect that the cost of borrowing 
by the Flnanclng Bank would differ little from the cost 
of Treasury borrowing and we belleve that enactment of 
this leglslatlon as proposed by the Treasury would 
substantially achieve the purpose of your draft 
recommendations to the Congress. 

D Under Secretary 
onetary Affairs 

Charles P. McAuley 
AssIstant Director 
U.S. General Accounting OffIce 
Treasury Annex BulldIng 
WashIngton, D.C. 20548 

GAO note Material deleted because of changes made in flnal 
report 
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OFFICE OF MANAGEMENT AND BUDGET 
WASHINGTON D C 20503 

Mr. Henry Eschwege 
Director, Resources and Economrc 

Development 
General Accounting Offlce 
WashIngton, D. C. 20548 

Dear Mr. Eschwege 

This 1s In response to your request of Aprrl 28, 1972, for the views of 
the Office of Management and Budget regarding Chapter 6 of General 
Accounting Offlce draft report on Opportunltses to Improve Effectiveness 
and Reduce Costs of HomeownershIp Assistance programs. 

In Chapter 6, GAO discussed rts fmdlng that the program cost (interest 
subsldles) would be reduced If HUD financed the capital costs of the 
Sectron 235 Homeownership Assistance Program with Treasury borrowings 
rather than by private lenders as IS presently required by statute, The 
Chapter also contarns a reference to a slmllar but earlier GAO proposal 
for the USDA Rural Hous-Lng Program (Section 502) which LS presently 
financed by the sale of borrowers notes. 

In a letter to Mr, Samuelson dated February 19, 1971, OMB commented In 
opposltlon to the Sectron 502 proposal. Our views on that proposal remain 
unchanged at thus time, 

Regarding the Sectzon 235 proposal, we recognize that, by some measures, 
Treasury can borrow at lower rates than private Investors. However, the 
GAO proJections appear to overstate subs'cantrally the potential savmgs 
as explalned in the comments of the Departments of HousIng and Urban 
Development and Treasury. 

As you note zn your report other factors must be considered In determlnlng 
which method of flnanclng 1s most appropriate for a particular credit 
program. We belreve two factors deserve attention here. The first 1s 
the large budget impact of direct Federal frnanclng. HUD estimates that 
lnlt~ally an increase of roughly $3.5 bllllon In annual budget outlays 
would be required to malntam the Sectron 235 program level of roughly 
200,000 units annually. This of course would be in addltlon to the contln- 
ulng budget requirements for long-term interest subsidy payments. 
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The other factor concerns the deslrablllty of having the Federal Govern- 
ment drrectly finance a maJor component of the houslng market. The GAO 
proposal would replace this segment of the private housing market with 
Federal flnanclng. Fundamentally, we do not believe that It 1s appropriate 
for the Federal Government to seek such a maJor role as a direct lender 
where the private economy can perform thrs function effectively. The 
U S. economy enjoys a rich variety of private financial instxtutions, 
and capital market mechanisms and resources There are imperfections 
In this market system, but, in general, the private instltutlons and 
mechanisms are remarkably efficient. This being so, the proper role for 
the Federal Government 1s to- (a) foster the improvement of lnstltutlonal 
and market mechanisms, and (b) llmlt its credit assistance to provldlng 
market incentives for the allocation of flnancral resources to dlsadvan- 
taged borrowers. Pursued to its ultimate logical conclusion, the posltlon 
that the Federal Government should seek a maJor role as a drrect lender 
could be pressed to Justify the Government's taking over all private 
financial functions. 

In our view the uncertain cost savings of a direct loan program do not 
Justify the Federal take-over of this portlon of the housrng mortgage 
market , particularly when this part of the market appears to be adequately 
served by existing lnstltutlons and patterns of lending. 

In closmg, I should note that the Admlnlstratlon has recommended legls- 
latlon to create a Federal Financing Bank which would have the authority 
to finance federally insured mortgages and other loans. As discussed 
in the comments of the Treasury Department, the proposed Bank could 
substantially achieve the purposes of the GAO recommendation were it 
determined to be appropriate at the time. 

u Casper W. Weinberger 
hector 
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PRINCIPAL OFFICIALS OF THE 

DEPARTMENT OF AGRICULTURE AND THE 

DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT 

RESPONSIBLE FOR THE ADMINISTRATION OF ACTIVITlES 

DISCUSSED IN THIS REPORT 

Tenure of office --- 

SECRETARY OF AGRICULTURE 
Orville L, Freemen 
Clxfford M. Harden 
Earl L, Butz 

ASSISTANT SECRETARY, 
RURAL DEVELOPMENT 
AND CONSERVATION. 

John A. Baker 
Thomas K. Cowden 

APMINISTRATOR, FARMERS HOME 
ADMINISTRATION 

Howard Bertsch 
James V. Smith 

SECRETARY OF HOUSING AND 
URBAN DEVELOPMENT* 

Robert C Weaver 
Robert C. Wood 
George W. Romney 

ASSISTANT SECRETARY FOR HOUSING 
PRODUCTION AND MORTGAGE CREDIT 
AND FEDERAL HOUSING COMMIS- 
SIONER 

Eugene A. Gulledge 

From 

Jan. 1961 
Jan. 1969 
Dec. 1971 

Mar, 1961 
Apr. 1969 

Apr. 1961 
Jan. 1969 

Feb. 1961 
Jan. 1969 
Jan. 1969 

TO - 

Jan. 1969 
Dec. 1971 
Present 

Jan 1969 
Present 

Jan. 1969 
Present 

Dec. 1968 
Jan 1969 
Present 

Oct. 1969 Present 
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